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Introduction 


Economic theories evolved in tandem with the distinct 
historical circumstances of each society. While there is no 
denying that we live in a diverse world, the economic theories 
taught in mainstream programmes as universally accepted 
principles and strategies barely acknowledge these variations. 
One size fits all actually rejects the whole notion of all the 
variations, numerous policies, and practises we employ in order 
to live better. The foundation of the one-size-fits-all perspective 
comes from individual rationality and utility maximisation, 
which have recently been called into question and shown to be 
incongruent with having a choice between the person and 
society. Given the socioeconomic realities of the current global 
economy, not everyone can be convinced by the homogenised 
norm. On a different level, humanism is becoming more 
prominent in finding solutions to current issues. Instead of 
relying on individual rationality, the entire socio-economic and 
even political structure is gradually being changed. Thus, 
development envisions new economic theories and 
governmental structures. Further, in the modern economy, 
particularly in the face of the assault of capitalism and its 
vociferous idea of individualism, the multitude of problems that 
have already arisen and those that are still in the process of 
doing so cannot be addressed through the single lens of 
capitalism and its guiding neoclassical idea. This necessitates 
research outside of the mainstream and dominating neo- 
classical concepts ingrained in the current curriculum. 
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The capitalist production system is an economic reality 
that is neglected or unaddressed by more traditional theories, 
and alternative economics offers an alternate method to 
mainstream economics in order to explain this phenomenon. 
The prevalence of neoclassical capitalist knowledge is the result 
of the various ways other than capitalism or mainstream 
neoclassical economics being frequently swept under the rug, 
either on purpose or out of convenience. The non-neoclassical 
schools cover everything from state-owned industry to 
local/village level production based on cooperative and 
solidarity principles. It offers a plausible explanation for why 
certain individuals have been unable to raise their quality of life 
even while using the capitalist production structure, or why 
some nations have developed without using the capitalist 
production structure at all. Alternative economics frequently 
aims to incorporate social and historical variables into analysis, 
as well as assess how the behaviour of individuals and societies 
affects the establishment of market equilibria in cooperative 
and coexisting logic rather than the competitive logic of 
neoclassicals. Alternative economics refers to _ the 
unconventional strategies used to address diverse social 
development-related concerns. Additionally, there is a wider 
variety of heterodox methods, which has increased the amount 
of multidisciplinary analysis of economic issues. However, 
compared to some of the generally accepted mainstream 
theories, the heterodox theories of power—social, financial, and 
political—do seem to better suit the experiences of the average 
person in the world and its history. 


With the increased momentum of _ liberalization, 
globalization, and resultant economic growth and slowdown, 
there is tremendous change has happened in the credit demand 
across societies, more so in emerging and developing 
economies. The pace of economic growth would only be 
slowed by a stagnant formal finance market. There is a two- 
pronged scramble to close the resulting credit deficit. The 
affected institutions look for alternate or unofficial sources of 
financing while the formal finance providers work to diversify 
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their goods and become more inclusive. For various reasons, 
both parties arrive at the same place—"Alternative Finance"— 
with the same final objective in mind: closing the credit gap. 
Therefore, it is crucial for both conventional lenders and 
alternative lenders to comprehend the factors that influence the 
selection of an alternative financing channel. 


The term "alternative finance" describes financial tools, 
channels, and resources that have developed outside of the 
established financial system, such as regulated banks and 
capital markets. The nature of sourcing and servicing is 
different in alternative financing from typical banking or capital 
market funding. By connecting funders and fundraisers directly, 
lowering transaction costs, banning interest, and enhancing 
market efficiency, it takes the shape of interest-free banking 
and investments, participatory finance models, and models 
using third-party capital. Alternative finance is already a 
multibillion-dollar sector due to its operations and service 
expansion. 


Alternative finance may help to address some of the most 
important priorities for financial sector development reducing 
barriers to access to finance, expanding opportunities for 
consumer finance and increasing competition in financial 
services. This is due to the fact that alternative financing 
companies offer various benefits over traditional financial 
institutions, such as streamlined, entirely online procedures for 
loan approvals or equity decisions, which should lead to a lower 
cost of money. Depending on the business model, they may 
also include using data from non-traditional sources, including 
social media, payment histories (from e-commerce platforms, 
for example), and insights from current clients who are familiar 
with the borrowing companies. This reduces information 
asymmetries and fosters accessibility. 


Alternative finance has become more relevant as a source 
of funding compared to traditional banks or the stock and bond 
markets because of its ability to promote empowerment and 
long-term socioeconomic growth. In terms of economic growth 
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and social development, funding models ranging from Gramin 
Banks to Islamic Bank are gaining success and popularity. In 
the last twenty years, both in Muslim and non-Muslim 
countries, Islamic Banking and Finance has rapidly expanded as 
a new alternative to the conventional banking and finance 
system. It now contributes significantly to the rise of the gross 
domestic product and the socioeconomic advancement of 
countries. The assets of lenders and borrowers are integrated in 
Islamic participatory systems. They make it possible for Islamic 
banks to provide long-term loans in order to finance projects 
with better risk-return ratios and so promote global 
socioeconomic development that is sustainable. Crowdfunding, 
online marketplace lending, community shares, cooperative 
credit, self-help groups, microcredit, chities, nidhis, and other 
alternative finance models are examples of other alternative 
finance models. 


Islamic banking institutions that are organised exhibits 
higher performance in terms of operations and profitability. 
They have a robust monitoring system and stringent guidelines 
for providing their services, which are missing from the 
unsuccessful ones. For Islamic finance to operate well, there 
must be mutual faith between the institution and investors as 
well as between the institution and beneficiaries. This system 
does not have any additional fees. Institutions engage in lending 
activities based on mortgages, and borrowers have the option of 
repaying loans in instalments. If a customer fails on their loan 
account, the institution either restricts their access to services 
for a predetermined amount of time or adds them to a blacklist 
for service denial. 


For Alternative economists, there is never a pure 
application of any school of economic thought. Heterodox 
economics is playing an important role by continually 
challenging the orthodox school to prove that it really is better 
in practice, not just by tradition. The great visionaries like 
Mahatma Gandhi, BR Ambedkar, Jawaharlal Nehru and the 
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policy makers of the country have realized the critical role of 
Alternative Economics for advancing the cause of a just and 
egalitarian society, however we are much away from the goal. 
They have also realized the need for a research base which can 
accelerate the growth and development of our country. No 
doubt, development of a nation requires sustained efforts, 
innovative ideas and innovations. In this context, we need to 
integrate various alternative socio-economic ideas and thereby 
strengthen our research base to meet the challenges and 
requirement of the fast growing knowledge economy. 


Financial sector plays a crucial role in the overall 
development of a country. Financial institutions are the most 
important constituent of financial sector. They act as a channel 
for the transfer of resources from net savers to net borrowers, 
that is, from those who spend less than their earnings to those 
who spend more than their earnings. They have been the major 
source of long-term funds for the economy which provide a 
variety of financial products and services to fulfill the diverse 
requirements of the commercial sector. Besides, they provide 
support to new enterprises, small and medium firms as well as 
to the industries which are established in backward areas. Thus, 
they have helped in reducing regional discrepancies by 
persuading widespread industrial development. 


To provide adequate supply of credit to various sectors of 
the economy, the Government of India has evolved a well - 
developed structure of financial institutions in the country. 
Depending upon the geographical coverage of their operations, 
these financial institutions can be broadly classified into All 
India institutions and State level institutions. They provide long 
and medium term loans at judicious rates of interest at the 
national level, subscribe to the debenture issues of companies, 
underwrite public issue of shares and guarantee loans and 
deferred payments. Though the State level institutions are 
mainly concerned with the development of medium and small 
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scale enterprises, they provide the same type of financial 
assistance as the national level institutions. 


A wide variety of financial institutions have been set up 
at the national level. They cater to the diverse financial 
requirements of the entrepreneurs. They include all India 
development banks like IDBI, SIDBI, IFCI Ltd, IIBI; 
specialized financial institutions like [VCF, ICICI Venture 
Funds Ltd, TFCI; investment institutions like LIC, GIC, UTI; 
etc. Several financial institutions have been set up at the State 
level which supplements the financial assistance provided by 
the all India institutions. They act as a catalyst for promotion of 
investment and industrial development in the respective States. 
They broadly consist of ‘State financial corporations’ and ‘State 
industrial development corporations’. 


State Financial Corporations (SFCs) are the State-level 
financial institutions which play a vital role in the development 
of small and medium enterprises in the concerned States. They 
provide financial assistance in the form of term loans, direct 
subscription to equity/debentures, guarantees, discounting of 
bills of exchange and seed/ special capital, etc. SFCs have been 
set up with the objective of catalyzing higher investment, 
generating greater employment and widening the ownership 
base of industries. The present book is a compendium of eight 
studies related to alternative banking and finance which are 
extracted from the Short-Term Projects, Internships and 
Associate Research Programmes offered by the Inter University 
Centre for Alternative Economics, University of Kerala. 


The chapter entitled ‘Rationality, Uncertainty and 
Cognition in Financial Markets: An Experimental Approach’ by 
Anoop S. Kumar develops an experimental setup to study the 
behavior of market participants under various conditions.Using 
an experimental set up, the study simulated a financial market 
to study investor characteristics. The participants were 
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undergraduate students from BITS Pilani KK Birla Goa 
campus. The majority of the participants had some training in 
economic and finance concepts. Around 40% of the total 
respondents had some practical experience with stock 
market/options market trading. The study conducted four 
rounds of double auction simulated market experiments with 
varying composition of traders using the Z tree platform. The 
trader performance was found to be related to their knowledge 
and experience. The results confirmed the presence of bubbles 
in all rounds. Further, the markets were found to be weak. 


The chapter on ‘Role of Financial Institutions in Human 
Capital Development: Is Education Loan an Alternative Source 
of Financing Higher Education in India?’ by C.Krishnan 
examines the role of education loan in supporting higher 
education in India. Financing of higher education has 
conquered the interest of policy makers and academia in the 
wake of the new economic policies initiated since 1991. The 
world over, there has been a shift from universal state funding 
to cost-sharing in the field of education. Several new 
alternatives have been experimented to augment resources for 
financing higher education. Education loan is one among those 
alternative sources of financing higher education both in 
developed and developing countries. Since the implementation 
of the Model Education Loan Act, 2001, the Indian Commercial 
Banks have been largely participating in funding education. 
Around two decades after its floating, a study to analyse the 
impact that education loan has made on the student community 
is meaningful. This study was carried out keeping in mind the 
objectives of the Model Education Loan Act and to understand 
whether education loan is a true alternative to conventional 
funding mechanism. It was found that education loan is a novel 
method of financing higher education. It helped the weaker 
sections to access higher education of their choice. However, 
education loan is not found to be viable as the ratio of non- 
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performing asset from education loan has been increasing 
alarmingly. This has resulted in the withdrawal of the banks to 
finance education as seen in the trends in reduction in the 
number of loan accounts and loan amounts. The study has 
come out with various suggestions to overcome the problems 
associated with education loan. 


The chapter entitled ‘An Institutional Alternative for 
Resource Mobilization in the Development Programmes of 
Local Self Governments in Kerala’ by Jisha K.K tries to 
understand and evaluate various dimensions of community- 
based initiatives in rural development in Kerala at the grass-root 
level. Kerala passed many developmental milestones after the 
implementation of the decentralized planning which started 
from the middle of 1996 with a movement known as Peoples 
Plan Campaign (PPC). Although panchayats showed a dynamic 
role in achieving rural economic development, studies show 
that in many cases, they are heavily constrained by limited 
resources. These constraints point towards alternative 
development models that essentially work at the bottom level of 
the decentralized administrative regimes like panchayats. In this 
regard, it has been identified that community participation is a 
viable alternative and small social organizations like self-help 
groups, self-financing households, resident welfare 
associations, kudumbasree, etc. are very efficient in mobilizing 
resources at grass root level compared to traditional financial 
organizations. Under this circumstance present study tries to 
exhibit the success of community participation in productive 
and service sectors by taking cases from two panchayats 
namely Kongad and Pudupariyaram of the Palakkad district. 


The chapter ‘Role of Credit Information in Bank 
Lending: A Study among Banks in Thiruvananthapuram’ by 
Meera N is an earnest attempt to understand the importance of 
credit information provided by Credit Information Companies, 
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in the lending decisions of banks. The study lays emphasis on 
the importance of this mechanism which endeavours to bridge 
the information asymmetry between the lenders and the 
borrowers, to provide better access to institutional credit and to 
enhance financial penetration among the masses. The study 
highlights the importance of the credit information mechanism 
in gauging and guiding credit behaviour and as an alternative or 
supplement to collateral requirements, by functioning 
as“reputational collateral”. This work looks into the issue from 
the perspectives of the lenders as well as the borrowers and 
attempts to obtain a firm grip over the determinants of bank 
lending. The study further tries to find out whether the credit 
information mechanism has helped credit starved sections of 
the society gain access to formal means of credit. The study 
throws light on the pathetic levels of awareness regarding the 
importance of credit information among the credit starved 
sections of the population and the underutilisation of positive 
credit information by banks. 


Christabell P.J in her chapter ‘Indigenous Financial 
Technologies in the Social Economy of Kerala: A Study Based 
on Community Economies Approach’ traces the history, 
nuances of its characteristics and issues of sustainability of two 
indigenous financial technologies — Credit Unions and 
Panapayattu, which still exist in the social milieu of Kerala 
economy. Finance plays a dominant role in determining the 
standard of living and economic activities of the household of 
any economy. Nevertheless, the demand for finance is wide and 
varied among the different strata of society, and its connotation 
is different both for the poor and the rich. Henceforth, diverse 
types of financial technologies are needed for catering to the 
specific needs of the various strata of society. A financial 
product suitable for the rich might not be entirely acceptable to 
a person belonging to the middle class, and the same may not 
be apt for a poor person. Hence tailor-made financial products 
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are either designed or evolved in all cultural milieu anywhere in 
the world at various levels of development to target the several 
economic strata, needs of gender, and level of convenience. It is 
in this broad backdrop that the diverse economies are found to 
play a significant role in catering to the varied requirements of 
these populations. The evidences point to the fact that the 
indigenous financial technologies play a commendable role 
among different communities who are usually left out of the 
formal institutions. 


Sunija Beegum N in her chapter on ‘Islamic Model of 
Finance- A Case Study of Islamic Investment Management 
Company, Calicut, Kerala’ throws light into the nature of 
Islamic financial practices and financial performance of an 
Islamic financial venture capital company, SECURA in Calicut, 
Kerala. Islamic finance seeks to ensure that financial practices 
and accompanying legal instruments comply with Islamic law 
(Shariah). Islamic financial transactions cannot include the 
interest payment at a predetermined or fixed rate; rather the 
Qur’an stipulates profit-loss-risk sharing arrangements, the 
purchase and resale of goods and services and the provision of 
financial services for a fee. Of the two prime principles of 
Islamic financial system, one is that based on philosophy of 
risk sharing where both lender and borrower share the risks 
as well as the returns that are incurred from the project. 
Second, it lays considerable emphasis on making socially 
responsible investment, by not making investment in sectors 
which are considered to have negative impacts on the 
community. Kerala, one of the states with mounting deficits 
cannot foster economic development with state funds alone. 
Government of Kerala is looking forward with alternative 
modes of financing for meeting an assortment of requirements 
of the state. It is of great advantage for Kerala towards 
broadening its potential to become a favoured investment 
destination for Middle East and Southeast Asian investors 
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looking for Shariah compliant investments. The study looks 
into the nature of Islamic financial practices and financial 
performance of an Islamic financial venture capital company, 
Secura The study underline that Islamic financial institutions 
have high potential in Kerala and it provides an alternative 
financing model. 


Sreeraj V G and Muhlisa A in their chapter entitled 
‘Feasibility of Islamic Banking: A Case Study on the Banking 
System of Kerala Society’ intends to analyse the feasibility of 
Islamic banking in Kerala and its significance for economic 
growth and development of the economy. This study further 
extends its scope to understand the existing problems in 
conventional banking system, favorable condition and 
challenges for the establishment of this interest free finance 
system in the economy. Despite the numerous achievements of 
Kerala model of development, Kerala still have people without 
basic amenities, high unemployment and all kind of 
inequalities. Majority of the backward population does not have 
a strong involvement in the financial activities of the state 
because of high interest rate charged by the conventional 
banking system. They are trapped in the hook of moneylenders 
and are left with no other option other than suicide. Therefore, 
present work tries to propose Islamic banking, as an alternative 
for bringing financial improvement with equality in the state. 
Present work specifically analyses the condition of nine 
institutions and their customers which are operating on the basis 
of interest free financial system which spreads across Kerala 
and to know about its applicability in the economy. The paper 
highlights the need for the establishment of interest free 
financial system not only as an element for financial equality 
but also as an alternative source of revenue for state 
government. It also suggests favorable measures to adopt 
Islamic banking in Kerala. 
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The chapter entitled ‘Performance of Interest-Free and 
Conventional Non- Banking Financial Institutions in Kerala- A 
Comparative Study’ by Shagishna K examines the structure 
and function of conventional and interest-free non- banking 
financial system. The interest-free concept of the banking 
system is an age-old concept, but in India, the practice of 
interest- free banking sector is only recognized in the NBFC's. 
Modern banking operations are primarily based on the interest 
rate. These interest-based transactions are prohibited in Islam, 
and they put forward the concept of profit and loss sharing 
instead of interest - free banking transactions. Therefore, 
interest- free banking systems can be treated as an alternative to 
the current modes of transactions. 


It is expected that this volume would be useful to the 
students of social science, researchers, academicians, policy 
makers and those interested on various aspects related to 
finance. 


1 


Role of Financial Institutions in 
Human Capital Development: 
Is Education Loan an Alternative Source 
of Financing Higher Education in India? 


krishnan C 


Ever since the term “Human Capital” was formally 
coined by the Nobel-prize winning economist, Theodore W. 
Schultz in 1961 in his article “Investment in Human Capital”, 
the world as a whole has been emphasizing the need for 
enhancing human capital for economic development. Human 
capital refers to the knowledge, skills and health that people 
accumulate throughout their lives, enabling them to realize 
their potential as productive agents of the society. The 
production skills embodied in workers is known as human 
capital. According to standard economics, human capital 
plays an important role in the economic process. On the one 
hand, human capital is as important as machines and 
technology in the production process. On the other hand, 
higher human capital implies higher labor productivity and 
higher incomes for workers. Higher human capital also 
requires higher schooling years, which give workers the basic 
capacity to learn skills (Figueroa,2015). 


In order to create human capital, investment in 
education is inevitable. Education, serves as the basis for 
human capital, as it plays a fundamental role in the 
accumulation of foundational skills such as_ literacy, 
numeracy and intelligence. Thus, investment in education 
results in the formation of human capital. One can earn higher 
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income because of higher productivity of the more educated or 
better trained persons, thus contributing towards human capital 
formation. It is an accepted fact that investing in human 
resource through education ensures higher rates of economic 
returns in the future through increasing quality of labour. 
International agencies and countries have been working hard 
for enhancing the education standards of the member countries. 
The UN Sustainable Development Goal (SDG) 4, targets that 
all children, young people and adults achieve at least minimum 
levels of literacy and numeracy by 2030 (UNDP 2015). The 
realization of these objectives demands more resources for 
education. 


Economic theory suggests a close relation between 
human capital and economic growth. Human Capital Theory is 
the most influential economic theory of education, and it 
becomes a key determinant for economic performance. Even in 
the writings of Adam Smith (1776), mentioning of human 
capital could be seen. Kiker (1966) later identified this in 
the work of other prominent economists such as A. 
Marshall (1920) who had emphasized the significance of 
skills and knowledge as an important tool for economic 
development. Though these stalwarts have indicated the role 
of human capital formation in the process of economic 
development, the formal conceptualization of the need for 
investment in human resource had come into limelight when 
Theodore W. Schultz (1961) argued for creating human capital 
for better economic growth. Becker (1964) and Mincer 
(1984), for their part, showed how the concept of 
investment in human capital could influence future real 
incomes through embedding resources (skills and knowledge) 
in individuals. 


Of recently, the works of Mankiw, Romer, and Weil 
(1992) and Lucas (1988) have stressed the essential role of 
education as the most important production factor in increasing 
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human capital as a determinant of economic growth, by helping 
individuals acquire knowledge which encourages participation 
in groups, opens doors to job opportunities, develops social 
interactions, makes individuals aware of their rights, improves 
health, and reduces poverty. Mincer (1974) is credited with 
developing the core model designed to explain differences 
in individual income as a function of the level of 
education and work experience. Nelson & Phelps (1966) and 
Benhabib et.al (2005) emphasize that education can facilitate 
the sharing and transmission of knowledge needed for 
developing new technologies. For instance, nations without 
enough human capital could not manage effectively their 
physical capital. These theories and empirical experiences have 
led to investing more on education in general and higher 
education in particular. However, the methods and sources of 
financing education differs from country to country. So, this 
study examines the role of education loan in supporting higher 
education in India through a field survey. 


Relevance of the Study in Alternative Framework 


Economic growth in recent years has been based on 
availability and quality of knowledge in any country, which 
in turn depends on access and affordability to education. 
Hence, importance of education has increased to supply 
adequate and qualitative human capital. Functioning of 
education sector depends on availability of various resources, 
of which to a large extent on financial resources. Financing 
higher education has attracted serious attention of policy 
makers and educational thinkers as higher education system 
is facing financial crunch in recent years (Varghese 2009, 
Rani 2009). There are different sources of finances for higher 
education, viz, public expenditure, fee income from students 
and other sources of income from philanthropy, industry, sale 
of publications, etc. In India, educational system is mainly 
state funded. Government budgetary sources formed the 


Edited by: Siddik Rabiyath, Abdul Salim. A 32 


basic channel of education financing. But, after the 
introduction of economic reforms and neo-liberal policies 
since 1991, the state has been relegated to background and 
market mechanism has started playing a major role in the 
provision of education (Tilak 1993, Tilak 1996, Varghese). 
During 1990s public expenditure on higher education 
declined drastically (Gol 2005). This turnaround of the state 
has affected the access and affordability of education 
especially for the weaker sections of the society. 


It is necessary to note that education loan has become 
a way of transferring financial burden from government to 
consumers of higher education. In India, educational loan 
scheme was introduced in 2001 and is being implemented by 
commercial banks (Indian Banks Association, 2011). 
Student loan scheme envisions providing education to 
meritorious, but poor students. It means no meritorious poor 
student should be denied admission to courses of his interest 
due to financial stress. However, student loans have 
distortions too, such as lenders and borrowers may prefer 
courses which have employment potential, and in the 
undeveloped educational credit market like India those who 
are incapable of meeting the conditions laid down by lending 
institutions might not be provided with educational loan. All 
these could have equity implications as well. Now almost 
two decades have been passed after the introduction of 
education loan in our country. Now, the critical question is 
whether the new education loan scheme is successful in 
providing access to higher education to the poor, but 
meritorious students. Are the interest rates and other 
expenses to avail the facility affordable to the economically 
backward communities? Do the bankers find the loan product 
marketable without any hassles like NPA? Are the 
borrowers finding this facility to fulfill their dreams of 
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getting a valuable education and finding jobs? This research 
paper modestly attempted to answer few of such questions. 


Statement of the Problem 


The purpose of higher education has undergone a 
paradigm shift from ‘knowledge generation’ to ‘skill 
creation’ and culminated into an increased demand for 
professional courses as against arts, humanities and other 
liberal disciplines. The focus has shifted on soft skills 
development, on- the job training that increases the prospects 
of employability and finally, strengthening of academic- 
industry linkages. Since higher education has become 
expensive in the present times, and pursuing a professional 
course is costlier than pursuing a general course, education 
loans are considered to promote access and equity in higher 
education. Though Government supported loan programmes 
have been devised and implemented in many countries to 
financially support the needy as well as economically 
disadvantaged students and enhance access to higher 
education but they have become financially unviable due to 
high administrative costs involved therein, high default rates 
and low recovery rates. The Reserve Bank of India (RBI) has 
issued guidelines to all commercial banks in India to provide 
for substantial financial support through education loans 
schemes to meritorious but needy students so as to promote 
equitable access to quality higher education. A critical look 
at the working and impact of education loan through 
commercial banks is seemed imminent in the context of the 
ever increasing demand for higher education. The prime 
question is whether education loan has become a true 
alternative source of financing higher education in India 
addressing the issues of equity, access and affordability. 
As commercial banks are increasingly involved in financing 
higher education through education loan, a time has come to 
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analyse its various ramifications. The scope of the present 
study spans over these and related issues of education loan. 


Objectives 

1. To examine the growth and trend of education loan in 
India. 

2 To analyse the efficiency of education loan in terms 


of equity, adequacy and procedures. 


ay To understand whether the education loan is a real 
alternative to the conventional systems of higher 
education funding 


Methodology 


This study is based on both primary and secondary data. 
Primary data required for analyzing the objectives of the study 
were collected from the education loan beneficiaries of 
Commercial Banks of Kerala. For selecting the education loan 
beneficiaries, we adopted a two-stage random sample method. 
In the first stage, the higher education institutions of the state 
are identified. Institutions are stratified into Government 
colleges, Aided colleges, Universities offering professional 
courses and Self-financing/unaided colleges. As the number of 
students availing education loan from government and aided 
institutions is very few, they are exempted from the purview of 
this study. Hence, the students who had availed education loan 
from unaided/self-financing institutions form the informants. 
On an examination of the courses for which education loans are 
distributed, it was seen that Engineering, Nursing and 
Management were the most preferred courses. Hence, sample 
borrowers from these three programmes constitute the samples 
for the present study. On the whole, a total sample of 120 
education loan borrowers continuing their courses in the three 
streams mentioned above in self-financing colleges were 
selected at random. The sample borrowers were students of 
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institutions working in Ernakulum and Kozhikode districts, two 
districts of Kerala known for its concentration of unaided 
higher education institutions. All the sample borrowers were the 
beneficiaries of SBI Education Loan Scheme. We have used a 
structured interview schedule for collecting primary data. The 
survey was conducted during January-February 2020. 
Secondary data required for the study were collected from the 
reports of the RBI, IBA, and other related websites. 
Discussions with a few Bank managers were also carried out to 
evaluate the scheme from their perspectives. The analysis is 
given in four sections. In the first section, the status of higher 
education in India and Kerala is examined. The second section 
has been devoted to the development and growth of education 
loan. In the third, the perception and views of loan beneficiaries 
are explained. In the last section, the discussion on the findings 
and conclusion are presented. 


Higher Education and the Role of Education Loans in 
India 


The demand for tertiary education is on the increase in 
our country. The improving socio-economic conditions of the 
people, liberalisation and privatisation policies and globali- 
sation measures have contributed to escalating demand for 
higher education. These increasing demands have resulted in 
consistent growth in number of educational institutions and 
enrolment as well. As per the All-India Higher Education 
Survey Report 2018-19, there are 53,620 higher education 
institutions, 3.50 crores students and 14.04 lakhs teachers in our 
higher education landscape. The type-wise distribution of the 
institutions shows that 78.1 percent are colleges, 20 per cent 
belong to standalone nature and universities comprise 1.9 
percent. Table 2.1 gives the features of our higher education 
system. 
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Table 1.1: Higher Education Statistics of India-2019 


Institutions | Number TeAChere | aCe nts 
(in Lakhs) | (lakhs) 

Universities 993 1.58 69.46 

Colleges 41901 10.99 260.00 

staneatone | e706 1.47 20.23 

Institutions 

Total 53620 14.04 349.69 


Source: All India Survey on Higher Education 2018-19, 
MHRD, Government of India 


Among the University level institutions, two major 
constituents are the State Public Universities (37.4 per cent) and 
the State Private Universities (30.6 per cent). While about 
12.8 per centare institute of National Importance, 8.1 per cent 
were Private Deemed Universities and about 1.4 per cent were 
State Open Universities. The proportion of Government and 
aided Deemed universities, Institutes under State Legislative 
Act, State Private Open Universities and Central Open 
Universities together constituted 1.7 per cent of the total 
university-level institutions. 


Distribution of Colleges and Standalone Institutions: 
Management wise 


On the basis of funding, there are three categories of 
institutions in India. They are: (a) Institutions set up and run by 
the Government, (b) private-aided education institutions 
receiving grants from the government, and (c) private unaided 
or fully self-funded institutions. Until the beginning of 1990, 
the management of the education sector was dominated by 
government and private-aided institutions. The latter were set 
up and managed by religious, charitable and philanthropic 
organisations termed as fused private-public entities. The 
private unaided category has become increasingly important 
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from the 1990s especially in professional education because 
government and government-aided institutions have been 
unable to meet the rapidly growing demand for higher 
education (Rani, 2016). 


When we look at the management of the college level 
institutions, the largest segment of higher education network in 
the country, one can see that private unaided sector is the 
largest, forming the lion share. As per the latest AISHE report, 
about 77.8 per cent of the colleges are under private sector, of 
which 64.3 per cent are in the private unaided category and 13.5 
per cent are private aided sector. Only 22.2 per cent of the 
college level institutions are managed by the Government 
sector. There are wide variations among states in the number 
of private colleges. Andhra Pradesh and Uttar Pradesh have 
about 88 per cent of private unaided colleges and Tamil Nadu 
has 78 per cent private unaided colleges, whereas, it is only 
16% in Assam. 


As about 77.8 per cent of the colleges and 66.4 per cent 
of enrolment in India are in the private sector, their fee structure 
is unable to be borne by the economically weaker sections. In 
Kerala also about 80.63 per cent of colleges and 83.18 per cent 
of enrolment are under private sector. Hence, a mechanism like 
Student loans is inevitable to ensure equity and access in higher 
education. The Stand-alone institutions (not affiliated with 
Universities) which are not empowered to issue degree and 
therefore, run Diploma level programmes. The All India Survey 
on Higher Education 2018-19 has covered seven types of such 
institutions. The present status of these institutions reveals that 
they are also mainly run by private sector (75.5 per cent)-of 
which 66.20 per cent are under private unaided and 9.30 per 
cent in private aided sector. Only 24.53 per cent of these types 
of institutions are run by government institutions. 
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Enrolment in Colleges 


We have seen that the private sector operates almost one- 
third of the college level higher education institutions in our 
country. This feature is reflected in the enrolment also. We 
have already seen that of the total 3.50 crore students popula- 
tion in the country, about 2.60 cores study in colleges. A close 
look at the distribution of enrolment of students in colleges of 
Kerala showed that 47.69 per cent are in private unaided and 
35.49 percent in private aided colleges, which together constitu- 
ted 83.18 per cent of the total student enrolment in colleges. 
When level, 45.20 per cent of the students comes to all India 
are enrolled in private unaided colleges, 21.21 percent in 
private aided colleges, which together constituted around 66.41 
percent. In government colleges, about 33.59 per cent of the 
students are enrolled in 2018-19. One thing is clear from this 
discussion is that even in a model state like Kerala, private 
sector covers the lion share of the spectrum of higher education. 
The privatisation of Indian higher education is not a new 
phenomenon. As it is clear from Table 2.2 that both the share 
of institutions and enrolments, there has been a consistent 
growth in the expansion of private sector participation. 


Table 1.2: Distribution of Higher Education Institutions 
and Enrolments between Government and Private sector in 
India 


Type 2000-01* | 2005-06* | 2010-11 | 2018-19 
Percentage share of institutions 
Government 33.2 25.0 26.8 22.2 
Private Aided 42.1 32.0 14.2 13.5 
Private 
Canad 24.7 43.0 59.0 64.3 
Total 100.0 100.0 100.0 100.0 
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Percentage share in enrolment 
Government 41.0 35.8 39.2 33.6 
Private 
Aided 37.3 33.5 23.8 21.2 
pe 21.7 | 30.7 | 37.0 45.2 
Unaided 
Total 


Source: (i)*Agarwal, P (2009), (ii) All India Survey on Higher 
Education report 2010-11 &2018-19 


Gross Enrolment Ratio (GER) 


The GER is an accepted indicator for understanding the 
accessibility to education at various levels. The percentage of 
population in the age group of 18-23 who has access to higher 
education is the GER of higher education. The access to 
education is basically depending on the number of educational 
institutions. It also rests on the capacity of the society to bear 
the cost of education. When we look at the current status of 
GER in higher education in India, it is still below the inter- 
national average. In 2018-19, India’s GER in higher education 
was 26.4, whereas globally it varies from an average of 8% in 
sub-Saharan Africa to 75% in Europe and North America. We 
are nowhere nearer to the Scandinavian countries. Though 
Kerala has universal primary and secondary education and 
higher level of GER in Higher Secondary Education, the GER 
of Higher education is not up to the mark. The current GER of 
Kerala is 10 points higher than the all-India average. But, in 
the case of SC, their GER is 3 points higher than the all-India 
level. Whereas, in the case of STs, Kerala’s GER is 6 points 
higher than all-India status. These figures point towards the 
necessity of increasing enrolments at various levels of higher 
education. The New Education Policy 2020 is committed to 
increase the GER as seen from the report as, “the Gross Enrol- 
ment Ratio in higher education (including vocational education) 
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shall increase from 26.3% (2018) to 50% by 2030. While a 
number of new institutions may be developed to attain these 
goals, a large part of the capacity creation will happen by 
consolidating, expanding, and improving existing HEIs” 
(MHRD, 2020). 


A perusal of the above discussion on the status of higher 
education in India, it is clear that we have to go a long way to 
provide higher education to at least 50 per cent of her eligible 
population. The demographic dividend of the country and the 
globalisation of employment opportunities cast heavy demand 
for higher education on a hither to expected scale. However, 
the neo-liberal policies of the government have put axe on 
subsidies in general and education sector in particular at a time 
the country warrants higher allocation to education. This has 
resulted in proliferation of unaided and _ self-financing 
institutions in every nook and corner of the country which 
charges exorbitant fee for their programmes. This has created 
the problem of inequity in the system such that only the 
economically well-off families can afford to the increasing cost 
of education. In order to tide over the situation, the Government 
of India has experimented with Education Loan scheme on a 
wider scale from the year 2001. The basic objective of the 
education loan programme is making available financial 
assistance to needy and deserving students who desire to 
prosecute higher education without any delay on easy terms and 
conditions. 


Now, almost two decades have been passed after the 
Model Education Loan Scheme is in operation in our country. 
This scheme is a golden opportunity to both the student 
community and bankers. On the one hand it is an opportunity 
for the banks to introduce a new portfolio for loan disbursement 
and on the other hand it is an opportunity for the meritorious, 
but, economically poor students to enrolment for their desired 
course of study. 
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Growth and Trend of Education Loan in India 


Growth in the enrolment of higher education depends on 
various factors, among which finance plays a major role. Bank 
credit has an important role in promoting the education and 
development of skilled professionals required by an emerging 
market economy such as India. The idea to encourage education 
loans was first coined through the introduction of education 
scheme formulated by Indian Banks Association (IBA) in 2001. 
One can see that there has been continuous increase in the 
number of education loans accounts as well as distribution of 
education loan since the adoption of the Model Education Loan 
Scheme. Table 2.3 presents these figures. 


Table 1.3: Outstanding Education Loans in India 


Year Nanci Annual Amount Annual 
Growth | (¥. Crores) | Growth 

2000-01 112000 -- 1028.00 -- 
2001-02 157000 40.18 1527.00 48.54 
2002-03 239000 52.23 2870.00 87.95 
2003-04 347000 45.19 4179 45.61 
2004-05 489445 41.05 6694.33 60.19 
2005-06 668351 36.55 11296.39 68.75 
2006-07 1026215 53.54 14390.99 27.39 
2007-08 1247083 21.52 20258.48 40.77 
2008-09 1613444 29.38 27746.62 36.96 
2009-10 1972053 22.23 36923.74 33.07 
2010-11 2287843 16.01 42992.84 16.44 
2011-12 2464124 7.71 48220.33 12.16 
2012-13 2590045 5.11 52738.67 9.37 
2013-14 2681360 3.53 57164.17 8.39 
2014-15 2671316 -0.37 59336.04 3.80 
2015-16 2636624 -1.30 61831.00 4.20 
2016-17 2547246 -3.39 62854.00 1.65 
2017-18 2427512 -4.70 61773.00 -1.72 
2018-19 2307871 -4,93 62456.00 1.11 


Source: Statistics on Indian Economy, Reserve Bank of India 
various years 
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In order to get an idea of the year wise disbursement of 
education loan by public sector banks, Table 2.4 is very useful. 
An analysis of the disbursement of education loan in the 
country by public sector banks in the last five years shows 
that there is no steady growth in the number of education loan 
accounts. In the case of education loan disbursed one can see 
there is absolute increase over the years, but still the annual 
growth rate is not consistent. This phenomenon has to be 
viewed very seriously in the context of sweeping of 
privatisation in the sphere of higher education. Also, the 
disinterest of the banking institutions to promote the education 
loan portfolio needs further scrutiny. 


Figure 1.1: Trend Line of Outstanding Education Loan 
Accounts 


2003-04 
2005-06 
2009-10 
2013-14 
2015-16 
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Figure 1. 2: Trend line of Outstanding Education Loan 
Amount 
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Table 1.4: Disbursement of Education Loan by Public 
Sector Banks in India 


Education 
Financial No. of Annual Loan Annual 
Year Accounts | Growth | Disbursed Growth 
(= Crore) 
2014-15 681685 -- 9190.45 -- 
2015-16 684836 0.46 12595.39 37.05 
2016-17 599729 -12.43 11175.91 -11.27 
2017-18 786312 31.11 13470.47 20.53 
2018-19 696656 -11.40 15030.13 11.58 


Source: Loksabha, Unstarred Question No.2189, 02 December 
2019, Government of India 


Education Loan in Priority Sector 


Vide circular RPCD.PLNFS.No.BC.44 /06.12.05/2003- 
04 dt.04-11-2003, the RBI has communicated that in order to 
encourage banks to lend more to the poor and needy students, it 
has been decided that education loans up to the ceilings of 
%7.50 lakh for studies in India and £15 lakh for studies abroad 
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respectively as indicated in the Model Scheme will be reckoned 
under priority sector advances. From 2015, in another circular, 
the RBI clarified that under Priority Sector Lending (PSL), the 
loans and advances granted to only individuals for educational 
purposes up to Rs.10 lakh for studies in India and Rs. 20 lakhs 
for studies abroad. The point is that education loan has become 
a priority loan and banks are mandated to issue loan for 
education purpose. 


An overview of the distribution of education loan across 
the states reveals glaring inequalities. Some of the states are 
able to appropriate more loans compared to others. Similarly, 
there exist inter-regional and intra-regional differences. For 
example among the states, Tamil Nadu, Kerala, Maharashtra, 
Karnataka and Andhra Pradesh could absorb major chunk of the 
loan. Region-wise, Southern Region could appropriate large 
amount of education loan. The Southern region has got 54.39 
per cent of education loans, followed by the eastern region (13 
per cent), the west (12 per cent) and the central region (10 per 
cent) during 2018-19. The northern region received 9 per cent 
of loans, while the Northeast got only one per cent. Another 
interesting feature is that even within regions, state level 
differences persist. 


The regional distribution of education loan and priority 
sector advances reveals interesting facts (See Table 2.5). While 
the percentage of outstanding priority sector advances to 
Southern States was 28.75 to total Priority Sector Lending, the 
share of outstanding advances under Education Loan was 54.39 
per cent of the total outstanding education loans. Whereas in 
the Western Region, the percentage of outstanding of PSL to 
total PSL was 31.58 per cent to total, its share in total education 
loan was only 11.80 per cent. 
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Table 1.5: Region-wise percentage distribution of Priority 
Sector Advances and Education Loan 


Sl. : Polarity Education Loan 

No Region Sector 

: Accounts | Amount | Accounts | Amount 

> | eueal 14.69 1257 9.71 10.69 
Region 

| ee 18.15 8.50 10.60 12.46 
Region 

g. | Norther 9.95 (732 7.41 9.60 
Region 
North- 

4 Eastern 3.32 1.28 0.97 1.06 
Region 

ey comers 41.10 28.75 60.31 54.39 
Region 

Galle 12.79 31.58 11.00 11.80 
Region 
All-India 100.00 100.00 100.00 100.00 


Source: Ibid 


In this background, it is useful to examine the distrib- 
ution of education loan among the South Indian states during 
the last 15 years. Tables 8.6 and 8.7 provide the details. _ It is 
clear that Tamil Nadu and Kerala are having the highest loan 
accounts under education loan. With regard to the outstanding 
amount of education loan, the same pattern follows. The 
supremacy of the south Indian States in this regard may be due 
to their high level of literacy as well as the availability of 
number of institutions. According to the Care Ratings (2018), 
the education loans are skewed towards some regions mainly on 
account of higher literacy levels and students inclination to 
pursue higher education mainly technical courses. Furthermore, 
the availability of the government schemes, access to finance 
and availability of ready educational infrastructure are other 
key aspects which skew the ratio towards these regions. 


Table 1.6: Distribution of Education Loan Accounts in 
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South India States 


Andhra | Karna- Tamil Telan- ae _ 
Year Kerala South India 
Pradesh taka Nadu gana i 
India Total 
2004- 

05 88014 46273 68583 88707 -- 293896 489445 
2005- 

06 105923 65110 | 107003 | 132586 -- 413577 668351 
2006- 

07 149257 87229 | 156061 | 225337 -- 622827 | 1026215 
2007- 

08 166493 | 113403 | 157277 | 314923 -- 758169 | 1247083 
2008- 

09 195659 | 138650 | 215976 | 418100 -- 976394 | 1613444 
2009- 

10 218491 | 161085 | 246974 | 574690 -- 1211197 | 1972053 
2010- 

11 220779 | 172783 | 289998 | 717261 -- 1412078 | 2287843 
ea 215797 | 173270 | 308097 | 822810 -- 1532375 | 2464124 
2012- 

13 197032 | 186623 | 336212 | 886752 -- 1621275 | 2590045 
ve 190340 | 195169 | 341427 | 940990 -- 1682763 | 2681360 
2014- 

15 170678 | 198709 | 331663 | 960202 -- 1675881 | 2671316 
oe 104358 | 203474 | 323433 | 891532 1606024 | 2636624 

16 69390 
ain 100026 | 202558 | 269010 | 906412 64145 | 1555514 | 2547246 
aaa 95305 | 199942 | 313356 | 821454 52916 | 1502802 | 2427512 
ce 92299 | 195411 | 294479 | 742740 54781 | 1391900 | 2307871 


Source: Ibid 
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Table 1.7: Distribution of Education Loan Amounts in 
South India States (crores) 


Total All 
Andhra | Karnat Tamil Telan i 
Year Kerala uM South India 
Pradesh aka Nadu gana India Total 
2004- 

05 1352.32 551.84 757.06 1001.41 -- 3685.88 6694.33 
2005- 

06 2023.19 891.65 1374.54 1863.38 -- 6192.78 11296.39 
2006- 

07 2232.23 1154.51 1849.90 2363.08 -- 7755.47 14390.99 
2007- 

08 2977.15 1752.98 2414.74 3592.07 -- 10797.93 20258.48 
2008- 

09 3970.20 2432.33 3141.59 5184.59 -- 14830.29 27746.62 
2009- 

10 4843.06 2915.55 | 4874.34 7351.67 -- 20123.32 36923.74 
2010- 

ll 5091.83 3216.25 5282.10 9582.28 -- 23343.62 42992.84 
2011- 

2D 5058.56 3518.39 5854.58 11709.03 -- 26348.37 48220.33 
2012- 

1B 4698.58 3874.54 | 7353.91 13343.65 -- 29535.47 52738.67 
2013- 

14 4987.76 4062.52 7975 15077 -- 32396.25 57164.17 
2014- 

15 5443.33 4159.33 7788.53 16313.06 -- 33993.62 59336.04 
ae 3461.20 4610.26 8385.58 15297.50 3300.93 35339.06 61831.00 
Fae 3389.86 4621.62 7852.71 15725.98 | 3011.21 34885.90 62854.00 
ae 3353.69 4444.77 8388.84 15883.87 | 2822.38 35186.97 61773.00 
rig 3387.28 4744.91 7957.76 15017.51 2591.14 33972.70 62456.00 


Source: Ibid 


Commercial Banks and Education Loans 


A large part of lending to the education sector in the 
country has been routed through public sector banks. A recent 
RBI report disclosed that the share of Public Sector Banks 
(PSBs) in lending to the education sector is 91.42 per cent. It is 
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to be pointed out that in an increasingly privatizing economy 
like India; the extremely low participation of private sector 
banks in contributing to human capital development through 
education loan is a matter of serious concern. Among the public 
sector banks, the State Bank of India (SBI) lends maximum 
share of education loan both in terms of number of accounts 
and amount. 


It is interesting to have a look at the trend and pattern of 
education loan extended by the SBI for the last few years. 
Table 2.8 and 2.9 examines the contribution of SBI in 
financing higher education through education loans both in 
India and abroad. A review of table 11 makes it clear that both 
in Kerala and India, the disbursement of education loan by SBI 
for study in India has been found falling consistently. The total 
disbursement of education loan in Kerala was %.207.73 crores 
in 2016-17, while it has steadily fallen to %133.82 crore in 
2018-19. During the same period, the disbursement of 
education loan fell from %2008.42 crores to ~1609 crores in 
India. This sharp fall in the distribution of education loan, 
despite the increasing demand for education loan in a country 
with high demographic dividend need a revisit. The SBI, the 
leader in the disbursement of Education Loan, seems to follow 
a policy of precaution while granting and disbursing EL. 
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Table 1. 8: Sanction and Disbursement of Education Loan 
by SBI for Study in India 


Kerala India 
Sanctioned Disbursed Sanctioned Disbursed 
tv 
vr) ¢ | So] ¢] eB] 8] eB] o | #2 
a2| gb} @/} ge]; <4] g2/ 4 3s 
S = 5 6 EO é —EO 6 EO 
Zz a Zz aw Zz cw Zz au 
2016- 
17 6989 281.42 6767 207.73 49127 2542.28 47616 | 2008.42 
2017- 
18 4999 219.79 4913 143.64 49360 2756.04 | 48280 1895.64 
mae 6608 309.70 6373 133.82 54109 3544.54 | 52689 1609.08 


Source: www.sbi.co.in 


Disbursement of education loan for study abroad from 
SBI showed a positive trend in Kerala. The amount disbursed 
increased from £109.66 crores in 2016-17 to £150.79 crores in 
2018-19. While, in India, the disbursement showed a declining 
trend. It was %1697.71 crores in 2016-17, but fell to %.1465.36 
crore in 2018-19. 


Table 1.9: Sanction and Disbursement of Education Loan 
by SBI for Study Abroad 


Kerala India 
Sanctioned Disbursed Sanctioned Disbursed 
Year Amo- Amo- Amo- Amount 
No. No. No. No. he 
unt (= unt (= unt (= (=Crore 
A/cs A/cs A/cs A/cs 
Crore) Crore) Crore) ) 
ed 861 151.10 820 109.66 11941 2546.11 11169 1697.71 
2017- 
18 842 183.39 801 112.37 10154 2456.29 9719 1536.13 
2018- 
19 1465 362.39 1383 150.79 13025 3430.85 12439 1465.36 


Source: www.sbi.co.in 
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Education Loan and NPA 


One of the major bottlenecks faced by Indian banks is the 
rising Non-Performing Assets (NPAs). Education loan is also 
not an exception to it. In March 2015, the NPA was only 5.7 
per cent. According to the data by the Indian Banks 
Association, the percentage of NPAs to outstanding education 
loans rose from 7.3 per cent in March 2016 to 7.67 per cent in 
the following year and then jumped to 8.97 per cent in March 
2018. The outstanding education loan amount at the end of 
2017-18 was %71,724.65 crore, of which %6,434.62 crore was 
NPA. Data published by the IBA point towards an increasing 
trend of loan amounts being written off as NPAs in the 
education Sector. Nearly 9 per cent of the education loans 
extended by public sector banks (PSBs) were categorised as 
non-performing assets in the last financial year, according to 
the government. The NPAs on account of education loans in 
March 2018 stood at =°6,434.32 crore, which is about 8.97 per 
cent of the total NPAs of the banks. “As per information 
provided by Indian Banks’ Association (IBA), NPAs of PSBs 
increased from 7.29 per cent as on March 31, 2016 to 8.97 per 
cent as on March 31, 2018,” Minister of State for Finance Mr. 
Shiv Pratap Shukla said in a written reply to LokSabha. 


The distribution of education loan by states reveals that 
Tamil Nadu and Kerala together received 36 per cent of loans. 
While the problem of higher delinquencies is pan India, two 
states primarily Kerala and Tamil Nadu, which have higher 
proportion of loan portfolio, show higher delinquencies. As per 
the information released by the State Level Bankers Committee 
meeting minutes, Kerala and Tamil Nadu showed Gross NPA% 
above 10% as compared with the overall delinquencies at 
7.67% at Pan India Level. Other States such as Andhra Pradesh, 
Telangana and Madhya Pradesh, the Gross NPA% were around 
5%. The key reason for higher delinquencies is that majority of 
the loans are unsecured in nature (Care Ratings, 2018). Loans 
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up to = 4 lakh, which are marked as priority sector lending, 
show higher NPAs: 85% of the total NPAs are in this ticket 
segment. Loans up to % 2 lakh show 11.61% NPA. When we 
look at the stream-wise status of NPA, one can see that Nursing 
sector and other professional courses like Engineering and even 
medical courses exhibit exorbitant level of NPAs. Table 8.10 
gives a glimpse of the level of NPA. 


Table 1.10: Programme-wise Status of NPA of Education 
Loan Disbursed by Public Sector Banks 


SLNo Programme % of educational loans 
which become NPAs 
L Nursing 71.28 
2 Engineering 9.76 
3 Other Professional a 
courses 
4 Medical 6.06 
) MBA 5.99 


Source: Akanksha Soni (2019),The Hindu, January 14 


Several reasons could be attributed to the higher levels of 
default in the education loan recovery. A recent study by Care 
Ratings (2018), the delinquencies in the PSBs in this segment 
have been higher on account of loans being unsecured in nature 
and also as these loans are funded for graduation courses which 
have lower employment opportunities. It is generally agreed 
that the primary reason for stress in education loans is non- 
insistence of any collateral against small window loans (below 
<4 lakhs earlier, now increased to %.7.5 lakh). In addition to 
this, lower employment opportunities after completion of the 
course, lower salaries in the nursing sector, and uncertainty in 
the job prospects abroad are also seem to be prime factors for 
non-repayment of these loans. The economic growth and its 
corresponding job prospects had a setback in recent years as 
seen in the deceleration in campus placement. Engineering, 


Edited by: Siddik Rabiyath, Abdul Salim. A 52 


where nearly 10 per cent of the education loans has become 
NPAs, has a bad placement record in recent years. Only about 
46 per cent of the students who graduated from government and 
private engineering colleges across the country in 2016-17 
managed to obtain a job placement, according to data given in 
the Rajya Sabha in July 2018. 


From the foregoing discussion, it is clear that higher 
education landscape of India is witnessing irreversible changes 
in the last few decades. The pervasive privatization and the 
consequent rise of unaided segment in higher education have 
put heavy demand for alternative sources of financing higher 
education. The students who seek higher education have to find 
birth in the unaided sector need to pay higher fee and other 
charges. As per the National Survey Sample Report 2014, 
average annual expenditure on technical/professional and 
vocational education was about 9 times and 4 times that of 
general education. Similarly, the same report finds that average 
annual expenditure on technical/professional education in 
private aided and unaided colleges varied between 1.5 and 2.5 
times to that of Government institutions. In this situation, in 
order to protect the interest the poor, but the meritorious 
students, the Indian Banks Association has developed the 
Model Education Loan Scheme which is under implementation 
since 2001. Understanding the importance of education in the 
overall development of the country, Education Loan has been 
placed under Priority Sector Advances. In the initial years of 
the implementation of this scheme, we could see promising 
results in terms of increasing number of loan accounts and loan 
amount. However, of late, the things have seen reversal trends. 
The uneven distribution of loan among various regions and 
states of the country, low or even negative growth of education 
loan, rising NPAs, non-presence of private banking industry in 
the provision of education loan are some negative symptoms 
halting the dreams of a well thought out scheme of financing 
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higher education in a country with the third largest system of 
education in the world. Considering the scope and demand for 
education in a country like India, schemes like Education Loan 
need to be strengthened. The international experience in this 
regard can be examined and fine tuning the education loan 
scheme on this basis is the need of the day. The major 
advantage of the country is that the agency who design and 
manage the education loan scheme is the Commercial Banks, 
which is well developed. So through proper design and vision 
can make education loan scheme a viable alternative to the 
conventional method of financing education. But it is to be 
remembered that education loan is a supplement to government 
funding and not to supplant the state funding of higher 
education. 


Stakeholder Experience with Education Loan 


It is clear from the earlier discussion that Education loan 
has been considered as one of the alternative methods for 
financing higher education in India as well as abroad. Many 
countries have already been initiated such steps. In India, 
Education Loan has begun on a large scale after the 
implementation of the Model Education Loan Act developed by 
the IBA and later approved by the RBI. Since then all the 
Public Sector Commercial Banks and some private Sector 
Commercial Banks have introduced this scheme. Of late, the 
Non-Banking Finance Corporations (NBFCs) have also come 
forward to finance educational aspirants through education 
loan. Here, the critical question is whether education loan is a 
true alternative to the conventional method of financing 
education or not. Keeping this question in mind, we have 
conducted a field survey among the student beneficiaries. 
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Gender and Programme-wise Distribution of 
Beneficiaries 


As already stated, we have collected information from 
the students of professional education programmes who have 
availed education loan from one of the leading commercial 
banks, namely, the SBI. The gender and programme-wise 
distribution of the students under our study are presented in 
Table 2.11. It is clear that both male and female students are 
availing education loan for pursuing professional courses. 
However, there exist differences in the proportion of male and 
female among various programmes of studies. In the case of 
engineering and management, while male students dominate, in 
the case of nursing programme, it is female students outnumber 
males. This is mainly because of the dominance of females in 
the nursing sector, and also the directions of the Nursing 
Council that not less than 50 per cent of the admission to 
Nursing programmes should be reserved for women candidates. 


Table 1.11: Programme-wise Distribution of Beneficiaries 


ee Engineering | Management | Nursing | Total 
Male 24 17 10 51 
Female 16 13 40 69 
Total 40 30 50 120 


Source: Sample Survey,2019. 
Religion, Caste and Gender Status of Beneficiaries 


In social science studies, it is customary to look at the 
religious and caste status of the stakeholders. An analysis of 
the religious status of the beneficiaries shows that students from 
all religions availed education loan. One cannot see any 
religious or caste taboos to any of the programes in Kerala. 
Table 2.12 provides the information. It is clear that both the 
forward and backward communities avail education loan at an 
increasing scale in Kerala. However, the number of students 
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availing education loan is extremely low among the SC/ST 
communities. This may be mainly due to the other benefits like 
lumpsum grants and other fee concessions available to these 
communities. 


Table 1.12: Religion, Caste and Gender-wise distribution of 
education loan beneficiaries 


Religion Caste 
2/22 /F,/3E] 2 | = 
=| D = S am] ~ oS 
= | ais ° +a oo o ° 
= Ss |0 al Z os iy ial 

Male 19 11 | 21 | #51 24 24 3 51 
Female 22 17_ | 30 | 69 27 40 2 69 
Total 41 28 | 51 | 120 51 64 5 120 


Source: Sample Survey, 2019. 
Residential Status of Beneficiaries 


The distribution of education loan beneficiaries 
according to their residential status is analysied in Table 2. 13. 
In Kerala since there is a rural-urban continuum, the typical 
rural village cannot be seen in the state. The composition of 
professional education students who avail education loan shows 
that for engineering course, the urban and semi-urban students 
are more than rural. This is the same for Management related 
courses. While, in the case of Nursing programmes, it is rural 
students who outnumber the urban and semi-urban residents. 


Table 1.13: Residence -wise distribution of Education Loan 
beneficiaries 


eee Engineering | Management | Nursing | Total 
Urban 16 16 8 40 
Semi-urban 16 8 11 35 
Rural 8 6 31 45 
Total 40 30 50 120 


Source: Sample Survey, 2019. 
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The caste-wise distribution of the loan beneficiaries in 
rural and urban areas shows that forward community students 
constitute the majority in urban areas, while backward comm.- 
unity students are more in rural areas. But, it is sad to note 
that the number of SC/ST students hardly turn to professional 
courses by availing education loan from rural areas. 


Table 2.14: Distribution of Education loan beneficiaries 
according to Caste and Residence 


esc Residential Status Total 
Rural | Urban Semi-urban 
Forward 15 21 15 51 
Backward 29 17 18 64 
SC/ST 0 2 3 5 
Total 44 40 36 120 


Source: Sample Survey, 2019. 
Parental Occupation 


An attempt has been made here to examine the occupa- 
tion status of parents of the educational loan beneficiaries. The 
information provided in Table 8.15 reveals that the parents of 
all occupation class have benefitted from the educational loan. 
Majority of the father’s of borrowers are working in governm- 
ent and private sector salaried sectors. In the case of mother’s 
occupations, majority of them were housewives and working in 
agriculture and related activities. 
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Table 1.15: Parental Occupation and selection of Courses 


Occupation/ . P ‘ 

Cause Engineering | Management | Nursing | Total 
Salaried- 18 9 9 36 
Government 
Salaried- 3 5 > 10 
Private 
Ana 10 10 13 33 
employment 
Agriculture 1 13 0 14 
Business 6 7 6 19 
Casual Labour 2 6 0 8 
Total 40 50 30 120 


Source: Sample Survey, 2019. 
Income status of the beneficiary families 


It’s customary to look at the income status of the family 
while looking at the efficiency of a programme. Table 2.16 
analyses the monthly income of the beneficiaries’ family. 


Table 1.16 : Income status of the family of Education loan 
borrowers 


Monthly Ne; a Cumulative 
Sample Per cent 
Income (%) Percentage 
Borrowers 
Below 10000 25 20.8 20.8 
10000 - 20000 32 26.7 47.5 
20000 - 30000 27 22.5 70.0 
30000 - 40000 16 13.3 83.3 
40000 - 50000 10 8.3 91.7 
50000 & Above 10 8.3 100.0 
Total 120 100.0 


Source: Sample Survey, 2019. 
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From the table it is clear that a majority of the education 
loan beneficiaries fall in the monthly income group below 
€30,000/-. It is true for all the courses. So, one can conclude 
that the low income group families could make use of education 
loan for their wards’ education. 


Table 1.17: Average family Income and Course of Study 


Monthly Course of Study 

nee Engineering | Management | Nursing Total 
Below 

10000 4 0 24 28 
10000 - 

20000 8 8 15 31 
20000 - 

30000 10 13 3 26 
30000 - 

40000 8 4 5 17 
40000 - 

50000 ° 7 ! 8 

50000 

& 5 3 2 10 

Above 

Total 40 30 50 120 


Source: Sample Survey, 2019. 


To test whether there is any significant relationship 
between monthly income of the family and course of study, chi- 
square test was conducted, the result of which is presented in 
Table 2.18. 
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Table 1.18: Chi-Square Test result of association between 
Course of Study and family income 


Asymp.Sig. 
(2-sided) 


Pearson Chi-Square | 43.649° | 10 0.000 


Chi-Square labels Value | df 


Likelihood Ratio 49.564 | 10 0.000 
Pier py ined 20.341 | 1 0.000 
Association 

No. of valid cases 120 


Note: ‘a’ Seven cells (38.9%) have expected count less than 5. 
The minimum expected count is 2.0 


Source: Computed 


The P- value (0.000) shows that there is significant 
relationship between monthly income of the family and course 
of study, which is statistically significant at 1 percent level. 


Reasons for Taking Education Loan 


An enquiry was conducted to understand why the sample 
borrowers applied for education loan. For analysing this 
question, we have adopted a ranking method. Seven aspects 
presented in the table and the borrowers were asked to rank 
them according to their preference. Then we have given 7 
points to the first rank, 6 points to the second rank and one 
point to the last rank. Finally the cumulative scores of these 
ranks were analysed to arrive at finding the reasons for 
education loan. The information in this regard is given in the 
table. A close perusal of the Table 2.19 reveals that minimum 
documentation and quick processing as the first reason for 
availing education loan. This opinion has to be taken in posi- 
tive note as most of the financiers insist on several procedures. 
The second important reason cited by the borrowers was that 
they have no other way to meet education expenses. This 
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opinion has relevance when we look at the objective of 
introducing education loan. Affordable rates of interest and 
adequate moratorium period are also considered as the prime 
reasons behind choosing education loan. 


Table 1.19: Reasons for Education Loan (Ranking) 


Reasons for Rank 

taking education Score 
loan I | 0] W Iv | V | VI | VII 

Minimum 

documentation = 39 |57| 29 | 4 | 0) 0 | 0 | 713 

and quick 

processing 

No other way to 

meet education 75 | 9 8 7 2 3 16 675 

expenses 

Cheaper ratesof | 43 | 47 | 46 | 11 | 2 | 0 | 1 | 654 

interest 

Adequate 

moratorium 0 2 24 57 26 | 8 3 457 


period 

No collateral 

security insisted 0 1 1 30 64 | 23 1 370 
up on 

Long repayment 

period 

To get Income 

Tax rebate 


0 2 1 9 24 | 78 6 287 


2 3 11 1 2 8 93 206 


Source: Sample Survey, 2019. 
Family Income and Loan Received 


Banks generally evaluates a borrower on multiple 
criteria. Income status of the borrower or the guarantee is one 
of the most important indicators in any loan sanction. 
However, in the case of education loan, the Model Education 
Loan insists that income status of the borrower or his co- 
obligant should not be considered as a base for loan sanction. It 
is in this connection we examine, if there is any relation 
between loan sanctioned and family income. The information 
is presented in Table 2.20. 
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Table 1.20: Relationship between Family Income and 
Amount of Education loan Sanctioned 


Family Amount of loan sanction (in ¥ Lakhs) No. of 

Income : 
. <2 2-3 3-4 4-5 >5 borrowers 

(in 2) 

Below 

10000 4 9 7 2 3 25 
10000 - 

50000 9 12 4 3 4 32 
20000 - 

30000 7 7 10 1 2 27 
30000 - 

40000 0 4 8 3 1 16 
40000 - 

50000 0 1 2 4 3 10 
50000 & 

1 0 2 4 3 10 
Above 
21 33 33 17 16 120 
Total 
(17.5) (27.5) (27.5) | (14.2) | (13.3) (100.0) 


Source: Sample Survey, 2019. 
Parental Occupation and Education Loan sanctioned 


An analysis of the relationship between parental 
occupation and amount of education loan sanctioned, it is seen 
from the Table 2.21 that families with salaried parents in both 
the government and private sector could get more than half of 
the loan sanctioned. Another aspect one could find is that loan 
amount above & 4 lakhs were mostly availed by salaried family 
borrowers. 
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Table 1.21: Parental Occupation and amount of Education 
Loan sanctioned 


Family Amount of loan sanction (in ¥. Lakhs) oct 
ae number of 
<2 2-3 3-4 4-5 >5 borrowers 
ealded: 3 6 6 10 isl 36 
Government 
Salaried 
Private 6 8 15 1 3 33 
Sector 
Business 4 5 7 3 0 19 
Agriculture 1 8 3 1 1 14 
a 2 4 2 1 1 10 
employment 
Casual 
5 2 0 1 0 8 
Labour 
21 33 33 17 16 120 
Total 
(17.5) | (27.5) | (27.5) | (14.2) | (13.3) (100.0) 


Source: Sample Survey, 2019. 
Loan Applied and Loan Sanctioned 


An analysis of the pattern of loan sanctioned to loan 
applied will give us some more idea about the policy followed 
by the banking sector. After receiving the loan application, the 
banker will evaluate the capacity of the borrower and negotiate 
with him/her the probable amount eligible as loan. The 
programme wise amount of loan applied and loan sanctioned is 
given in Table 2.22. 
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Table 1.22: Programme-wise Mean amount of Loan 
applied and sanctioned 


Course of ae Amount of Loan Amount of Loan 
Statistic < : 
study Applied Received 
Mean 4.8615 3.2125 
Engineering | Std. Deviation 1.00861 1.26180 
N 40 40 
Mean 3.6100 2.8767 
Management | Std. Deviation .64292 .81988 
N 30 30 
Mean 4.9120 3.4960 
Nursing Std. Deviation 1.20011 1.15652 
N 50 50 
Mean 4.5697 3.2467 
Total Std. Deviation 1.15638 1.13903 
N 120 120 
Source: Computed 
Table 1.23: Descriptive Statistics 
2 : Std. 
N_ |Minimum|Maximum| Mean ae Skewness 
Deviation 
oat ee ae Aer Le, a Std. 
Statistic} Statistic | Statistic | Statistic | Statistic | Statistic 
Error 
Amount 
of Loan 120 2.50 7.00 4.5697 | 1.15638 395 221 
Applied 
Amount 
of Loan 120 1.50 5.90 3.2467 | 1.13903 573 221 
Received 


Source: Computed 


In order to study whether there is any significant 
differences in ‘amount of loan applied’ and ‘amount of loan 
sanctioned’ across the categories of ‘course of study’ ANOVA 
test is conducted and its result is shown in Table 2.24. 
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Table 1.24: Anova results for Amount of loan applied and 
Loan sanctioned 


Sum of df Mean F Sig. 
Squares Square 


IBetween Groups} 36.895 2 | 18.448 


A: t of 
Lats - Within Groups 122.234 | 117] 1.045 |17.658] .000 
Loan Applied 
(Total 159.129 | 119 
IBetween Groups| 7.262 2 3.631 
[Amount of 


é Within Groups 147.127 | 117} 1.257 | 2.888 | .060 
Loan sanctioned 


(Total 154.389 | 119 


Source: Computed 


e Since ‘P-value=0.000’ in the case of the ‘amount of loan 
applied’ we reject the null hypothesis. This implies that 
there is significant differences in the amount of loan 
applied across the course of study 

e Since ‘P-value=0.060’ in the case of the ‘amount of loan 
received’ we retain the null hypothesis. It implies that 
there is no significant difference in the amount of loan 
received across the course of study. Here the significant 
level is 0.05. 


Borrowers’ Awareness about the Scheme of 
Education Loan 


The success of any development programme including a 
loan scheme is dependent on how far the intended beneficiaries 
are aware about the rules, regulations and other aspects of it. In 
countries like India, we have many examples of failure of much 
acclaimed schemes. Education loan scheme, being a prominent 
method of financing the higher education of the economically 
poor, but meritorious students, its different dimensions should 
be clear to its stakeholders. In this background, we have 
collected information on the level of awareness about various 
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aspects of education loan scheme among the sample benefici- 
aries. The information is provided in Table 2.25. In all, more 
than 50 per cent of the sample beneficiaries were fully aware 
about the rate of interest, rules of interest subsidy and the 
expenditure considered for the loan. More than 50 percent of 
the borrowers were moderately or partially aware about the 
aspects like processing charges, security of loan, margin 
money, borrowing limit, EMI amount, Loan repayment rules, 
appraisal, sanction and disbursement rules and moratorium 
period of the loan. It is also really interesting to see that more 
than one-fourth of the borrowers were totally unaware of the 
insurance facilities available for education loan. Similarly, 
28.33 percent of the borrowers were totally unaware about the 
moratorium rules pertaining to education loan. The scheme 
prescribes a repayment holiday or moratorium period as the 
course period plus one year or six months after getting the job, 
whichever is earlier. Actually such a moratorium period is 
incorporated in order to help the students under the assumption 
that they cannot earn income during the period of study. Even if 
installment is not required to pay, interest shall be charged on 
the principal amount during the period. So, a clear idea about 
this clause is very important for the borrowing family, as it will 
pile up the interest burden when the repayment starts. These 
are all revealing evidences of the pitfalls of the much-acclaimed 
scheme. For calculating the mean score, the options were 
assigned values as 3 for fully aware, 2 for partially aware and 1 
for unaware. 


Edited by: Siddik Rabiyath, Abdul Salim. A 66 


Table 1.25: Awareness about the various aspects of 
Education Loan 


Level of Awareness (%) of 
Sl. Aspects of sample beneficiaries Mean 
No. Loan Fully | Partially Score 
Unaware 
aware aware 

al [Reson 57.50 | 38.33 4.17 9153 
interest 

OF lees 32.50 | 56.67 10.83 2.22 
charges 

cal Deane) 29.17 | 61.67 9.17 2.20 
insisted 
Margin money| 35.00 57.50 7.90 2.23 

5 | et 57.50 | 40.00 2.50 Fes 
subsidy 

g | Quantumof | 4167 | 50.00 8.33 2.33 
finance 

7 | Insurance 32.50 40.83 26.67 2.06 

8 | EMI amount 40.00 51.67 8.33 2.32 

Ge || oe Pe) a500°| ~ Si67 13.33 2.22 
ment rules 
Appraisal, 

ig: || eee tOR ane) <3 oH. | 50L00 15.00 2,20 
disbursement 
of loan 

fie |e || ops) «|r 2aoes 28.33 1.43 
period 
Expenses 

12 | Considered 56.67 38.33 5.00 2.52 
for loan 


Source: Sample Survey, 2019. 


Time taken to get Education Loan 


In any loan, the time required to get it sanctioned is a 
matter of great importance. In the case of education loan too, 
this timely sanction and disbursal of loan is highly pertinent as 
the students need to remit their fee on time. We have enquired 
about the time in which they have received their loan. The data 
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in this regard is provided in Table 2.26. A close look at the 
table reveals that 94.2 per cent of the total number of respon- 
dents could get their education loan within one month, comply- 
ing with the rule regarding sanction and disbursement as 
contained in the Model Education Loan Act, 2001. A discussion 
with the selected bank managers point out that if all the 
documents are in order, it takes only two weeks time to 
sanction the loan. 


Table 1. 26: Time Lag between Loan Application and Loan 
Disbursement 


No. of days Frequency | Percent | Cumulative 
Percent 
Below 10 days 15 12.5 12.5 
10-20 days 59 49.2 61.7 
20-30 days 39 32.5 94.2 
More than 30 7 5.8 100.0 
days 
Total 120 100.0 


Source: Sample Survey, 2019. 


Borrower’s Perception about the Requirements 
insisted for Availing EL 


Any borrowings from the financial institutions need 
some formalities. For education loan also the banks insist on 
certain documentations. When an enquiry was carried out 
among the sample loan beneficiaries and the details are 
provided in Table 2.27. The table shows that about 69.2 percent 
of the borrowers feel the requirements insisted by the banks are 
reasonable. Only 9.2 percent of them find the requirements 
difficult to meet by them. 
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Table 1.27: Opinion of Borrowers about the Formalities of 
getting Education Loan 


so Cumulative 
Opinion Frequency | Percent Percent 
Less than expected 9 7.9 7.9 
Reasonable 74 61.7 69.2 
Excessive 26 21.7 90.8 
Difficult to meet 11 9.2 100.0 
Total 120 100.0 


Source: Sample Survey, 2019. 
Sources of Information about Education Loan Scheme 


The beneficiaries of any scheme receive the schematic 
information from many sources. In this connection, we have 
enquired about the sources of knowledge about the education 
loan among the sample borrowers. The data of this information 
is provided in table 2.28. The major source is found to be direct 
contact with bank office followed by friends, relatives and 
fellow students. It is sad to note that the role of Radio/ Televi- 
sion/News papers and the government /bank websites are not so 
prominent source of information about one of the very 
important loan portfolio for the human capital formation of a 
developing country like India. 


Table 1.28: Sources of Information about Education Loan 
Scheme 


Se a peters Frequency Per | Cumulative 
cent Per cent 

Friends and Relatives, 

Fellow students as ane aa 

Radio/TV/News paper 15 12.5 40.8 

Physically visiting banks 52 43.3 84.2 

Govt. websites/bank 19 15.8 100.0 

websites 

Total 120 100.0 


Source: Sample Survey 
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Perceptions about Education Loan and its 
Characteristics 


The major motto of the Education Loan Scheme is to 
provide financial support to the meritorious but, economically 
poor households to carry out their preferred education 
programme. Since its floating, the education loan scheme has 
been found to be one of the most sought after loan portfolio of 
commercial banks. The scheme was introduced keeping in 
mind many avowed objectives. It is interesting to examine the 
perceptions of the stakeholders about these features of this loan 
product. Here we use the perception analysis for this purpose. 
Perception is the way in which something is regarded, 
understood or interpreted by the beneficiary group. It is the way 
one thinks about or understands someone or something. This 
analysis is of high usefulness and hence it is attempted. 


In order to analyse the perceptions of the education loan 
borrowers about the characteristics of education loan, a Likert- 
type scale has been used. Twelve statements have been 
provided and the sample beneficiaries were asked to mark their 
agreement or disagreement to each of these statements using a 
five-point scale. The five point scale ranges from Strongly 
Agree (5 points) to Strongly Disagree (1 point) and borrowers 
were asked to rate their opinion towards these statements. 
Table 8.29 provides a snapshot of the perceptions of the 
borrowers about the given statements. 
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Table 1.29: Perceptions of Education Loan Borrowers 


(figures are in percentages) 


Sl 
No 


Statements 


Stro- 


ngly 
Agree 


Agree 


Un 
decided 


Disagree 


Strongly 
Disagree 


EL is to be 
seen as an 
investment in 
human 
capital 
formation 


64 
(53.33) 


35 
(29.17) 


15 
(12.5) 


(4.16) 


(0.83) 


EL is 
introduced to 
reduce 
subsidy 
earmarked 
for education 


46 
(38.33) 


37 
(30.83) 


13 
(10.83) 


14 
(11.67) 


10 
(8.33) 


EL borrowers 
generally 
anticipates 
loan waiver 


30 
(25.00) 


35 
(29.17) 


11 
(9.17) 


26 
(21.66) 


18 
(15.00) 


Weaker 
sections won’t 
get increased 
access to 
education 
without EL 


28 
(23.33) 


38 
(31.67) 


23 
(19.17) 


19 
(15.83) 


12 
(10.00) 


EL helps the 
meritorious 
but economi- 
cally weaker 
students to 
realize their 
dream of 
higher 
education 


16 
(13.33) 


38 
(31.67) 


21 
(17.50) 


35 
(29.17) 


10 
(8.33) 


Interest rate 
of education 
loan is 
affordable 


30 
(25.00) 


38 
(31.67) 


20 
(16.67) 


27 
(22.50) 


Fearing NPA, 
the Bankers 
discourage EL 
borrowers 


24 
(20.00) 


AA 
(36.67) 


10 
(8.33) 


25 
(20.83) 


Political and 
other infl- 
uences are 
necessary to 
get EL 


13 
(10.83) 


15 
(12.50) 


59 
(49.17) 


29 
(24.17) 
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I will repay 
EL only when 
9 I get a perm- 
anent gover- 
nment job 


20 41 13 31 15 
(16.67) | (34.17) | (10.83) | (25.83) (12.50) 


Do you 
subscribe to 
the view that 
“ELis a 
preferable 

10 | alternative to 
traditional 
financing of 
higher educa- 
tion in our 
country”? 


11 24 13 55 17 
(9.17) (20.00) | (10.83) | (45.83) (14.17) 


EL interest 
should be 
charged 

11 | according to 
the economic 
status of 
borrowers 


(5.83) (17.5) (13.33) | (54.17) (9.17) 


Those who 
promptly pay 
EL should be 
12 | given some 
incentives like 
interest 
subsidy 


20 64 16 14 6 
(16.67) | (53.33) | (13.33) | (11.67) (5.00) 


Note: Figures in brackets are percentages to row total 


Source: Sample Survey, 2019. 


Perceptions of the sample borrowers about various 
Attributes of Education Loan 


(a) EL is to be seen as an investment in human capital 
formation 


Education is key to human capital formation is an 
accepted norm everywhere. So, provision of education in 
general and higher education in particular, is of paramount 
importance in all countries, especially, developing countries 
like India. But, the fiscal considerations, and increasing 
demand for funds from other sectors have constraint the ability 
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of many governments in earmarking a sizeable portion of their 
total allocation to education. This has lead to experimenting 
with many other ways of financing higher education and 
education loan becomes one of those innovative mechanisms. 
The sample beneficiaries were sought to express their level of 
agreement or disagreement in this regard through a_ statement 
that “education loan is to be seen as an investment in human 
capital formation”. The information in this regard shows that 
53.33 per cent strongly agree to the statement and another 25.17 
per cent agree. That means 78.50 per cent of the total sample 
beneficiaries view education loan as an investment from their 
part to develop human capital. 


(b) EL is introduced to reduce subsidy earmarked for education 


Another argument for the introduction of education loan 
is that the government wants to reduce the subsidy for all 
sectors including education. When the subsidies are reduced, it 
will affect the allocation of funds to such sectors. As a solution 
to offset the shortfall in allocation to education sector, 
education loan is suggested to a certain extent. To understand 
the perception of the beneficiaries in this context, we asked 
them to mark their level of agreement or disagreement to the 
statement, “education loan is introduced to reduce subsidy 
earmarked for education”, 38.33 per cent strongly agreed to the 
statement. Similarly 30.38 per cent agreed to this statement. 


(c) EL borrowers generally anticipates loan waiver 


To the statement that “education loan borrowers 
generally anticipates loan waiver’, one fourth of the 
respondents strongly agreed, while 29.17 per cent agreed. The 
increasing NPA of education loan and the reluctance of the 
bankers to promote education loan are to be seen in this 
background. The culture of loan waiver and writing off is a 
custom in our country for the last several decades. Anticipating 
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such a waiver for education loan is rampant among the 
borrowers is a matter of serious concern. 


(d) Weaker sections won’t get increased access to education 
without EL 


Weaker section should not be denied of opportunities for 
education is the motto of the government in an era of inclusive 
development. Ina situation of mushrooming growth of private 
unaided professional colleges, only those who have the capacity 
to pay high fee could get admission. This will exclude the poor 
and weaker sections from accessing higher education. Whether 
education loan is a panacea to this cause is to be understood. 
So, we have placed a statement that “Weaker sections won’t get 
increased access to education without education loan” and 
asked the sample respondents to mark their level of agreement 
or disagreement. The information showed that 23.33 per cent 
strongly agreed and 31.67 per cent agreed to this statement. It 
means that around 55 per cent feel that weaker sections could 
not get access to education without the provision of education 
loan. 


(e) EL helps the meritorious but economically weaker students 
to realize their dream of higher education 


The basic objective behind evolving a model Education 
loan scheme in India is provision of financial assistance to the 
poor and needy to carry out higher education/professional 
education on reasonable terms. The crux of the policy is that 
no deserving student is denied an opportunity to pursue higher 
education for want of financial support. Keeping this aim in 
mind the sample borrowers were given a statement that, “EL 
helps the meritorious but economically weaker students to 
realize their dream of higher education” and asked to mark their 
level of agreement or disagreement. The result shows that only 
13.33 percent strongly agreed to this statement, while about 
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31.67 per cent agree to the statement. The proportion of 
disagreed group doubts this statement was 37.5 per cent. 


(f) Interest rate of education loan is affordable 


Provision of education loan at reasonable interest rate is 
another important aspect of education loan scheme. This is the 
main reason, it is included in the priority advances category. 
Information was elicited from the sample borrowers through a 
statement that “Interest rate of education loan is affordable”. 
To this statement 56.67 agreed, which means the interest rate 
charged for education loan is affordable to a majority of sample 
borrowers. 


(g) Fearing NPA, the Bankers discourage EL borrowers 


The co-operation of bankers is a pre-requisite for the 
success of any government scheme. In the context of 
increasing amount and percentage of NPA of education loan, 
we have given a_ statement like “Fearing NPA, the Bankers 
discourage EL borrowers” to the sample borrowers for their 
agreement or disagreement. It was revealed that about 20 per 
cent strongly agreed and 36.67 agree to this statement. The 
literature survey has also brought out such a revelation that 
banks are discouraging education loan borrowers. 


(h) Political and other influences are necessary to get EL 


Getting a loan from the bank requires many 
qualifications including recommendations from politicians or 
other influencing factors. In this background, knowing from 
the experience of the sample borrowers a statement such as 
“Political and other influences are necessary to get EL” was 
given to mark their agreement or disagreement. It is clear from 
their opinion that about 24.17 per cent strongly disagreed and 
49.17 per cent disagreed to this statement. It means that the 
borrowers need not approach the influential members of the 
society to get an education loan from the bank. 
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(i) I will repay EL only when I get a permanent government 
/private salaried job 


Repayment of education loan is a ticklish issue as seen 
from the increasing proportion of NPAs. In repaying a loan, the 
mind set up of the borrowers of the loan is an important factor. 
The Model Education Loan Scheme envisage that loan 
repayment should start after completing one year of the course 
or getting a job, whichever is earlier. In this context, to 
understand the view of the borrowers on the issue of repayment 
of their loan, a statement was given such as “I will repay EL 
only when I get a permanent government job”, for their level 
agreement or disagreement. It was seen that about 16.67 per 
cent strongly agreed to this statement, while 34.17 per cent 
agreed to. It means, the borrowers mentally prepared to repay 
education loan only after getting a permanent government or 
private sector job. 


(j) Do you subscribe to the view that “EL is a preferable 
alternative to traditional financing of higher education in our 
country”? 


Education loan is considered as an alternative to the 
traditional way of financing higher education. To meet the 
increasing demand for higher education in the context of 
decreasing government allocation to this sector, the policy 
makers suggested education loan as a viable alternative. When 
the sample borrowers were asked to comment their views on 
this statement, only 9.17 per cent strongly agreed and 20 per 
cent agreed. It means that majority of the sample beneficiaries 
did not feel that education loan a true alternative to 
conventional way of financing higher education. 


(k) EL interest should be charged according to the economic 
status of borrowers 
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Currently education loan is sanctioned to all borrowers 
at the same rate of interest. Economic backgrounds of the 
borrowers are not considered for this purpose. In this context, 
the sample borrowers were asked to express their level of 
agreement or disagreement to the statement that, “EL interest 
should be charged according to the economic status of 
borrowers”, only 5.83 per cent strongly agreed and 17.5 per 
cent agreed. It means that majority of the borrowers do not 
subscribe to charge different rate of interest for the same loan 
for different borrowers. 


(1) Those who promptly pay EL should be given some 
incentives like interest subsidy 


In order to promote repayment of education loan, several 
measures are adopted by the bankers. In this connection, we 
placed a statement such as “Those who promptly pay EL should 
be given some incentives like interest subsidy” for the opinion 
of the borrowers. Among the borrowers, 16.67 per cent 
strongly agreed and another 53.3 per cent agreed to such a 
proposition. 


What would have Happened, if you would not have 
Received EL? 


One of the interesting questions posed before the 
respondents was, “what would have happened, if they would 
not have received education loan?”. To this question, 63.3 
percent of the sample respondents opined that ‘they would 
change their course of study’. This answer reiterates the 
importance of education loan in ensuring the most desired 
course of study among the higher education aspirants. About 
one fourth of the respondents replied that they would not have 
joined for any course is also a secondary support to the system 
of education loan. This information is provided in Table 8.30. 
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Table 1. 30: Role of Education Loan in Decision making 


Opinion Frequency | Percent Cumulative 
Percent 

Would not study 31 25.8 25.8 
Change my 
programme of 76 63.3 89.2 
study 
Would not finish 7 5.8 95.0 
my programme 
No effect 6 5.0 100.0 
Total 120 100.0 


Source: Sample Survey, 2019. 


From the aforementioned discussion on the borrowers 
characteristics and opinion about the modalities of education 
loan reveal many important points. The gender wise 
distribution of the borrowers showed that both male and female 
students avail education loan in all the programmes, but the 
females outnumber males in the Nursing programmes. The 
religious and cast wise analysis shows that there are no 
religious taboos in availing education loan in Kerala. The 
distribution of borrowers according to their residential status 
showed that in Engineering and Management programmes, it is 
the urban and semi-urban borrowers dominate. But in the case 
of Nursingprogramme, the participation of rural borrowers are 
noteworthy. Though both forward and backward communities 
avail education loan, the percentage of SC and ST categories 
are very small and that too from urban areas only. 


It was seen that parental occupation and the selection of 
courses are related to a certain extent. However, borrowers 
belonged to various occupational categories. Similarly, the 
average income and selection of courses are correlated. 
Education loan and average family income of the borrower was 
found to be significantly related. This means that the bankers 
consider the economic capacity of the borrowers while 
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sanctioning education loan, The main reasons for availing 
education loan were stated to be minimum documentation 
procedure, no other means to continue education and affordable 
rate of interest. Regarding the question of awareness of the 
different aspects of education loan, the awareness is very poor 
in matters of fixation of moratorium, insurance on education 
loan and appraisal/sanction/disbursement of education loan. 


About the sources of getting information about 
education loan, friends and relatives, personal visits to banks 
and official websites are important sources. In order to 
understand the perceptions of the borrowers about various 
aspects of education loan, we have placed 12 statements. They 
were asked to mark their level agreement or disagreement to 
each of these statements. About 82.50 of the borrowers agreed 
to the statement that education loan is an investment to promote 
human capital formation. About 55 percent believed that 
weaker sections won’t get increased access to education 
without education loan. While only 45 per cent felt that 
education loan helps the meritorious but economically weaker 
students to realize their dream of higher education. In 
continuation to this perception, around 60 per cent of the 
borrowers disagreed to the statement that “Education Loan is a 
preferable alternative to traditional financing of higher 
education in our country”. Regarding the repayment of 
education loan, a good percentage viewed that they would 
repay only after getting a permanent government or salaried 
private job. 


Is Education Loan an Alternative Source of Financing 
Higher Education in India? 


The real question addressed in this study is to understand 
whether education loan is an alternative source of financing 
higher education in our country. It is true that education loan 
system was introduced in India with the avowed objective of 
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providing opportunities for education for the meritorious but 
poor categories of students. In other words, access, equality, 
adequacy, and affordability are the basic pillars of education 
loan. The study conducted showed that education loan has 
extended access to education to some of the economically 
backward sections of the community. However, the recent 
aversion of banks to sanction education loan seems to vitiate 
the objective of education loan. Though the amount of 
education loan provided by the banks has been rising, the last 
five years have shown negative growth in education loan 
accounts. This is an indication of the preference of banks 
towards high ticket loans at the expense of small loans which 
do not require any collateral. 


The rising NPA of education loan is another point of 
concern. No loan can exist without timely repayment. It is also 
required for recycling of loan. But, in the case of education 
loan, the overdue is rising year by year. It was the highest for 
Nursing programmes, and Engineering programmes. So a loan 
scheme with higher NPA cannot sustain, and this one reason for 
the disinterest to education loan by the banking system. 


Again, though education loan is considered as a priority 
sector lending component, there is no sub-target fixed for it. 
This point has given the banks the freedom to lend or not to 
lend to a risky sector like education loan. Similarly, 
affordability of a loan is dependent on the cost incurred for 
getting loan. As far as education loan is concerned, its rate of 
interest is above 10 per cent and such it is above some of the 
commercial rates. So, considering the interest cost of education 
loan, most often it is unaffordable to many borrowers. 


Despite these limitations of education loan, the author is 
of the view that education loan is inevitable in the context of 
increasing privatization of higher education. The poor and 
backward sections of the society may not get adequate access to 
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higher education as they may not be able to pay higher fees. So 
a meritorious poor/backward student is denied to education for 
want of economic support. This is against the principle of 
equality of opportunity as enshrined in our Constitution. So, a 
well carved education loan scheme is the need of the day. The 
last two decades of education loan scheme has given us enough 
feedback about its lacunae. So, by correcting these limitations, 
the government need to develop a model education loan to suite 
the changing educational environment. Then only education 
loan becomes a true alternative to the conventional method of 
financing higher education in the country. 


Since the publication of the monumental article by T.W. 
Schultz (1961), the attraction to investment in human capital 
has got momentum in all countries of the world. Though the 
developed countries immediately follow suit, the developing 
countries slowly started following the concept of human capital 
formation through education. In countries like India, the 
responsibility of education from the pre-primary to higher 
education was shouldered exclusively by the government with 
the objective of brining up a “socialistic pattern of society”. 
This policy of state sponsored education continued till 1990, a 
time in which our country witnessed an unprecedented 
economic crisis. The realization that government alone cannot 
meet the increasing demand for education in general and higher 
education in particular, compelled the state to cut down 
subsidies and followed the cost-sharing techniques and other 
new methods of funding higher education. 


Student loan has been considered as a method of cost 
sharing in the context of world recessions and the rapid growth 
of higher education in times of globalization. Across the world, 
the experiments to evolve an equitable and_ efficient 
mechanism to provide financial support for students for 
accessing higher education has resulted in the provision of 
education loans. The basic approach of cost-sharing is to have a 
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higher coverage (mass or universal systems) with the least 
public expenditure and the highest possible quality (Woodhall, 
2004 p. 38). The World Bank (1986) has examined experience 
with student loans and has recommended that developing 
countries should consider reducing the high levels of public 
subsidy for higher education in order to reallocate scarce 
resources to primary and secondary schooling, and avoid a 
transfer of income from poor to rich, which is likely to be the 
result of providing free tuition and free board and lodging for 
students in higher education, who often come from more 
advantaged homes and will later enjoy higher incomes than the 
majority of taxpayers. Economists and others who recommend 
loans as a means of cost sharing argue that education is both a 
personal and a social investment, so that a loan programme 
financed from public funds or banking system will enable those 
who cannot afford to pay tuition fees and other expenses, to 
borrow to finance their higher education and to repay the loan 
when they later enjoy better job prospects and higher earnings 
as a result of their qualifications. One can see such policy 
approach in the Indian context also. The Swaminadhan 
Committee (1994) and Punayya Committee (1993) have 
recommended for such measures in their respective reports. 


Thus, many countries of the world including India have 
adopted student loans as an alternative source or supplementary 
mechanism of higher education finance on the grounds that 
higher education represented a profitable private investment, 
and that it was therefore reasonable to expect students and 
graduates to contribute towards the cost of their education by 
repaying loans after they had completed their university 
education. The Model Education Loan Scheme as developed 
by the Indian Banks Association in 2001 has to be seen in the 
context of the above framework. 
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Trend and Growth of Education Loan 


When we analyse the growth of education loan, one can 
see that there has been a 23 times increase in the number of 
accounts and 62 times increase in the outstanding education 
loan amount from 2001 to 2019. However, due to several 
reasons, the education loan market is facing irreversible 
challenges. The disbursement of education loan and the 
number of education loan accounts show inconsistency in the 
last five years. In some of the years, the annual growth of the 
loan accounts and loan amounts showed even negative growth. 
Also one can see that the banks were leaning towards high 
sized loan having collateral security norms. 


When we look at the distribution of education loan in the 
country, one can see the inter-regional and _ intra-regional 
disparity in the distribution of education loan. While the South 
Indian States grabs the highest percentage share, the share of 
North-Eastern States is the lowest. The bigger states like Bihar, 
Uttar Pradesh and Madhya Pradesh could avail only less 
percentage of education loan. Among the South Indian States, 
Tamil Nadu and Kerala absorb the highest share of education 
loan. 


Education loan by rule has to be provided by Commer- 
cial Banks, NBFCs and even co-operative banks. However, 
when we analyse the distribution of education loan by 
commercial banks, we can see that public sector banks provide 
95 per cent of the total education loan both in terms of amount 
and accounts. Even among the public sector banks, State Bank 
of India provides the lion share of education loan in India. It 
points towards the lack of interest shown by the private sector 
and new generation commercial banks in contributing to the 
human capital development of the country. 


The data on NPA reveals that the NPAs had increased 
from 7.0 per cent in 2015 to 12.5 per cent in 2019. The higher 
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percentage of NPAs of education loan of some programmes like 
Nursing is a matter of great concern. The low salary of the 
sector and shrinking employment opportunities are the often 
cited reasons for that. So, as a banking portfolio, education 
loan can sustain only when the programmes for which the loans 
are granted could ensure permanent job to the borrowers so as 
to ensure timely repayment of the loan borrowed. Both the 
issues, that is, the decreasing number of loan accounts and high 
non-performing assets under education loan vitiates the whole 
purpose of education loan in India. It is an indication of the 
disinterest shown by the banking sector towards the portfolio of 
education loan. 


Access, Affordability and Equity Questions in 
Education Loan 


The purpose of education loan is to ensure “a social and 
financial benefit for students with academic merits with not 
enough economic resources to access and complete higher 
education”. Looking at this angle, the sample data shows that 
most of the education loans are provided on the basis of the 
ability of the borrower’s to provide security. So, the question 
of access as defined in the model education loan is seldom 
practiced. Affordability can be examined in terms of the cost of 
education loan. The major cost of any loan is its interest 
component. The current education loan interest is above 10 per 
cent for majority of commercial banks. In a poor country like 
India, this rate is considered as very high. However, 
considering the interest subsidy provided to the economically 
weaker sections during the course of study, majority of the 
borrowers did not feel the interest as unbearable. 


Equity is the most often discussed term in the case of 
education loan. As the bankers insist on collateral security 
above 7.5 lakhs education loan, whether the economically 
poor, but meritorious students could submit the required 
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security is a matter of concern. The recent trend on reduction 
of education loan accounts below %.4 lakhs is an indication of 
the preference of the banks for high ticket loans which provide 
adequate collateral. This will vitiate the purpose of education 
loan. It may also lead to a situation, where the borrowers may 
be compelled to approach informal sector lenders to get funds 
for realizing their educational dreams at usurious rate. 


Attitude and Perceptions of borrowers of 
Education Loan 


The personal characteristics of the borrowers showed that 
both male and female availed education loan, though the 
percentage of females are high for Nursing programme. All the 
religious groups consider education loan as a means for meeting 
educational cost. Similarly, both the forward and backward 
communities benefit from education loan. However, the 
percentage of SC/ST borrowers are very few, and conspicuous 
by their absence in rural areas. The residential status showed 
that the rural and urban counterparts availed education loan. 
But majority of Engineering and Management programme 
borrowers belonged to semi-urban and urban areas. While, 
majority of Nursing programme borrowers belong to rural 
areas. 


The average family income and selection of the courses 
for study showed that about 78 per cent of the borrower family 
income of Nursing programmes was below 2.20000 per month. 
The percentage of borrowers in this category for Engineering 
and Management were 30 per cent and 26.67 respectively. The 
P- value (0.000) shows that there is significant relationship 
between monthly income of the family and course of study, 
which is statistically significant at 1 percent level. 


To the question to rank the prime reasons for availing 
education loan, minimum documentation and quick processing 
was marked as the first rank The second important reason cited 
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by the borrowers was that they have no other way to meet 
education expenses. This opinion has relevance when we look 
at the objective of introducing education loan. Affordable rates 
of interest and adequate moratorium period are also considered 
as the prime reasons behind choosing education loan. 


The examination of family income and amount of 
education loan sanctioned revealed that there exists no 
significant difference among various income categories. 
However, parental occupation and amount of education loan 
sanction is positively correlated. About 57.5 per cent of the 
borrowers’ parents were stated to be employed in government 
and organized private sector companies. 


The amount of loan sanctioned showed that lion share 
belong to small ticket loans of below Rs. 4 lakhs. These loans 
require no collateral. Since ‘P-value=0.000’ in the case of the 
‘amount of loan applied’ we reject the null hypothesis that there 
is significant differences in the amount of loan applied across 
the course of study. However, in the case of the ‘amount of loan 
received’ there is no significant difference in the amount of 
loan received across the course of study. 


The success of any loan programme depends on the 
awareness of the intended beneficiaries about various aspects of 
the scheme. We have collected information about the level of 
awareness about the different characteristics of education loan. 
The awareness regarding the moratorium period, loan 
insurance, loan repayment rules, etc., are very poor. 


Timely release of credit is a very important qualification 
for the success of any loan scheme. An enquiry was conducted 
among the sample beneficiaries in this regard and found that 
94.2 per cent of the total number of respondents could get their 
education loan within one month. A discussion with the 
selected bank managers point out that if all the documents are 
in order, it takes only two weeks time to sanction the loan. 
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Mere floating of a loan scheme will not reach the target 
group. So, it should get adequate propaganda. In the case of 
education loan also this aspect remains. Our enquiry showed 
that the major source was direct contact with bank office 
followed by friends, relatives and fellow students. It is sad to 
note that the role of Radio/Television/Newspapers and the 
government /bank websites are not so prominent source of 
information about one of the very important loan portfolio for 
the human capital formation of developing country like India. 


Perception of education loan beneficiaries on various 
aspects and characteristics of this scheme is way of 
understanding their popular feelings. In this category, 12 
statements were placed for marking their level of agreement or 
disagreement using a 5-point Likert Scale. About 82.50 of the 
borrowers agreed to the statement that education loan is an 
investment to promote human capital formation. About 55 
percent believed that weaker sections won’t get increased 
access to education without education loan. While only 45 per 
cent felt that education loan helps the meritorious but 
economically weaker students to realize their dream of higher 
education. About 60 per cent of the borrowers disagreed to the 
statement that “Education Loan is a preferable alternative to 
traditional financing of higher education in our country”. 
Regarding the repayment of education loan, a good percentage 
viewed that they would repay only after getting a permanent 
government or salaried private job. Proper incentives like 
higher interest subsidy to those who promptly repay the 
education loan is found to be agreed by 70 per cent of the 
sample. 


Conclusion 


To conclude, the Model Education Loan Scheme 
introduced by the Indian Bankers Association in 2001 is surely 
a novel scheme to support the meritorious students from the 
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poor economic background to pursue higher education. Over 
the last two decades since its implementation, there has been 
spectacular growth in number of accounts and amounts of loan 
sanctioned. However, in the last few years, there could see a 
reversal trend. The growth of the loan accounts and amount 
disbursed were not consistent. This was attributed to the 
increasing amount of NPA of the education loan sector and the 
preference of banks towards collateral based education loan. 
So, the disinterest of the banks to extend education loan is a 
great challenge in materializing the avowed objective of 
education loan. The survey among the education loan 
beneficiaries pointed out that this scheme was well taken by the 
stakeholders. Most of the borrowers’ availed loan as there was 
no other way to meet the cost of education. In an increasingly 
pravatised economy like ours, education becomes very costly. 
The poor and marginalized cannot afford to the cost they charge 
and hence, education loan is introduced as a panacea. If 
introduced with its true spirit, there is no doubt that this scheme 
could make meaningful impact. But the way it runs now need 
structural revamping. The bankers should take the borrowers 
into confidence and the borrowers should also reciprocate. The 
timely repayment of a loan is important for further provision of 
loan and this recycling of loan requires prompt repayment. The 
borrower should keep this in mind while availing the loan. So, 
awareness of the various features of the loan among the 
borrowers is barely needed. Finally, it should be emphasized 
that education loan is to supplement the existing budgetary 
allocation for education, and not to supplant it. 


Policy Recommendations 


From the aforesaid discussions, we put forward the 
following suggestions for streamlining education loan scheme 
for contributing to the human capital formation of the country 
and also to act as an alternative source of financing higher 
education. 
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As India has a well developed Banking Sector, both the 
private and public sector commercial banks should come 
forward for financing higher education through education 
loan scheme. 

The uneven distribution of education loan among the states 
and regions should be seriously looked into. Major share 
of loan accounts and loan amounts are seen in south Indian 
states. While, the share of bigger states likes UP, Bihar, 
Madhya Pradesh is not proportional to their population. 

In order to ensure a continuous flow of funds from the 
banking sector to finance higher education, there should be 
a mandatory share for education loans under priority 
sector lending guidelines. 

The education loan portfolio growth has been low despite 
the opportunities in the education segment. One major 
factor could be higher delinquencies experienced by banks 
and very few specialized lending institutions in this 
segment. These limitations should be seriously taken note 
of by the policy makers. 

Measures should be adopted to reduce the increasing level 
of NPA of education loan so as to encourage the banks to 
ensure a sustained flow of loan to this priority sector 
segment. The need for repayment should be made aware 
to the borrowers. 

As many bankers felt that it becomes difficult for banks to 
locate and chase students after the completion of the 
course and the moratorium period, some other mechanisms 
followed in other countries should be adopted to trace 
them. 

The awareness about the different aspects of loan was 
found to be very low among the beneficiaries. So, the 
bankers should conduct proper awareness building training 
among the applicants before sanctioning the loan. 
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e It is seen that still a majority of the borrowers don’t feel 
that education loan is a fine alternative to finance higher 
education. It requires fine tuning the scheme to suit the 
requirements of the clients. 


References 


Adam Smith (1976), An Inquiry into the Nature and Causes of 
the Wealth of Nations, edited with an introduction, Notes, Marginal 
Summary and an Enlarged Index by Edwin Cannan (London: 
Methuen, 1904), 


Agarwal, P (2009), Indian Higher Education: Envisioning the 
Future, Sage, New Delhi, P.520. 


All India Council for Technical Education (1994), Report of 
the High Power Committee for Mobilization of Additional Resources 
for Technical Education, (D. Swaminadhan, Chairman) NewDelhi. 


Becker, Gary S. (1964), “Human Capital: A Theoretical 
and Empirical Analysis, with Special Reference to Education”, 
University of Illinois at Urbana-Champaign's Academy for 
Entrepreneurial Leadership Historical Research Reference in 
Entrepreneurship. 


Benhabib, Jess & Spiegel, Mark M., 2005. "Human Capital 
and_ Technology Diffusion," Handbook of Economic Growth, in: 
Philippe Aghion & Steven Durlauf (ed.), Handbook of Economic 
Growth, edition 1, volume 1, chapter 13, pages 935-966, Elsevier. 


Care Ratings (2018), Education Loan Sector in India: Product 
Differentiation and Specialised Approach Critical for Profitable 
Growth, Report, March 29, 1-8 


Figueroa, A (2015), “Education and Human Capital 
Formation”, in, Growth, Employment, Inequality and 
Environment, Palgrave Macmillan, New York. 


Indian Banks Association (2011), Model Educational Loan 
Scheme for Pursuing Higher Education in India and Abroad - from 


www.iba.org.in. 


Edited by: Siddik Rabiyath, Abdul Salim. A 90 


Indian Banks Association (2001), Model Education Loan Act. 


Kiker, B.F (1966), “The Historical Roots of the Concept 
of Human Capital”, Journal of Political Economy, 48-60. 


Lucas, Robert Jr., 1988. "On the mechanics of economic 
development," Journal of Monetary Economics, Elsevier, vol. 22(1), 
pages 3-42, July. 


Mankiw, N. Gregory, David Romer and David N. Weil, 
(1992). “A Contribution to the Empirics of Economic Growth”, 
The Quarterly Journal of Economics. 


Marshall, Alfred (1920), Principles of Economics. 


MHRD (2020), New Education Policy 2020, (Chairman, K. 
Kasturirangan), Government of India, Ministry of Human Resources 
Development, New Delhi. 


MHRD (2019), All India Survey on Higher Education Report, 
2018-2019, Government of India, Ministry of Human Resources 
Development, New Delhi. 


Mincer,Jacob (1984) “Human Capital and Economic Growth” , 
Economics of Education Review. 

Mincer, Jacob (1974), “Schooling, Experience and 
Earnings,” National Bureau of Economic Research. 


Rani, P. G. (2011)., “An International Perspective on the 
Methods and Practices of Student Loans: Its Implications for India”, 
Economics, Management & Financial Markets, 6(4), 105-125. 


Rani, P. Geetha (2016), “Financing Higher Education and 
Education Loans in India: Trends and Troubles”, Journal of Social 
Sciences, 12(4), 182-200. 


Rani, P. Geetha, (2009), Economic Reforms and Financing 
Higher Education in India - National Institute of Educational Planning 
and Administration, New Delhi. 


Reserve Bank of India (2001)., Education Loan Scheme, 
RPCD.PLNFS.BC.NO.83/06.12.05/2000-01 dt.28" April. 


91 Banking and Financing 


Richard R. Nelson and Edmund S. Phelps (1966), “Investment 
in Humans, Technological Diffusion, and Economic Growth, The 
American Economic Review, Vol. 56, No. 1/2 (Mar. 1, 1966), pp. 69- 
75 


Schultz, Theodore (1961), “Investment in Human 
Capital,” The American Economic Review ,Vol.1 


Swaminadhan Report (1994), Report of the High Power 
Committee for Mobilisationof Additional Resources for Technical 
Education, AICTE, New Delhi. 


Tilak, J.B.G. and N. V. Varghese (1991), “Financing higher 
education in India”, Higher Education, 21(1),83-101. 


Tilak, J.B.G. (2003), Financing Education in India — National 
Institute of Educational Planning and Administration, New Delhi. 


Tilak J.B.G. (2018), Student Loans in Financing Higher 
Education in India. in: Education and Development in India, 
Palgrave Macmillan, Singapore 


Tilak, JBG,(1992), “Student Loans in Financing Higher 
Education in India”, Higher Education 23 (4) June: 389-404.) 
Springer Nature) 


Tilak, J.B.G. (1992), "Student Loan in Financing Higher 
Education in India”, in Student Loans in Developing Countries, 
Springer publishers, New Delhi. Vol 23, No.4, pp.389-404. 


UNDP (2015), Sustainable Development Goals, Background 
papers. 


UGC (1993), UGC Funding of Institutions of Higher 
Education, Report of Justice Dr. K.Punnayya Committee, 1992-92, 
University Grants Commission, New Delhi. 


Varghese (1991), Investment Priorities and Cost Analysis-A 
Case Study of Upper Primary Education in India, Vikash 
Publisher, New Delhi. 


Woodhall, Maureen (2004), Student Loans: Potential, 
Problems, and Lessons from _ International Experience In: 
JHEA/RESA Vol. 2, No. 2 (2004) 


Edited by: Siddik Rabiyath, Abdul Salim. A 92 


World Bank (1986). Financing Education in Developing 
Countries: An Exploration of Policy Options, Washington DC: The 
World Bank 


World Bank (1994),. Higher Education: The Lessons of 
Experience. Washington, DC: The World Bank. 

World Bank (2010), Financing Higher Education in Africa- 
Direction in Developing Human Development. No. 54441, World 
Bank: Washington D. C. 


2 
An Institutional Alternative for 
Resource Mobilization in 
the Development Programmes of 


Local Self Governments in Kerala 
Jisha K.K 


Conceptually, most of our current development programs 
are molded in a neoclassical framework. The framework 
requires rational behavior, full information, and market 
clearance for an efficient solution. If the basic requirements are 
not prevailing, we have to think about alternatives to achieve 
the successful implementation of the programs. Under the 
context of the constrained environment, let us think about 
institutional alternatives, which can help us to achieve the 
development goals. A participatory model that can accommo- 
date various stakeholders in the development process and take 
care of social and natural endowments (capital), could be an 
institutional alternative under the current scenario. In an 
economy like Kerala, where many of the social institutions are 
already developed and matured, social and natural capital can 
play a significant role in the overall development process. 


The success of many social organizations, which 
essentially work at the bottom level of the decentralized 
administrative regimes like panchayats shows the importance of 
social capital in the development process. It has been identified 
that small social organizations like self-help groups, self- 
financing households, resident welfare associations, 
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kudumbasree, etc. are very efficient in mobilizing resources at 
grass root level compared to traditional financial organizations 
(State Development Report, 2008). Some of the institutional 
arrangements like the 73rd constitutional amendment and 
People Plan Campaign followed by it heavily contributed to the 
modern developments. Kerala state is a champion in 
establishing the decentralized administrative regime. The 
success showcases the potential of the leadership even at the 
grass-root level and organizational strength especially in 
mobilizing resources through community-based initiatives. 
Community initiatives have a significant role in decision 
making and planning in the development process. The present 
study is mooted under this background. 


At modern times a dominant role of the community in the 
development process is widely appreciated. Governments and 
the international community prefer the active involvement of 
the people in the development process, especially in decision 
making as it directly affects their common life. The community 
can significantly contribute to the overall success of many 
development activities such as infrastructure development 
projects. Recently community-based organizations actively 
involved in the construction of roads, expansion of health 
services and educational development. Their involvement may 
contribute not only to economic development but also to social 
justice by enhancing equity and equality in availing these 
facilities. 


Kenny (2011a, p. 8) defines community development as 
‘a method for empowering communities to take collective 
control and responsibility for their development’. There is some 
potential difference in the community-based approach 
compared to the conventional —individual-based approach. 
When a community involves in the development approach it 
promotes and pursues collective action. For example, The 
International Federation for Social Workers regards social 
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workers as the 'agents of change’ who bring change in the lives 
of individuals, groups, and communities. So it can be assumed 
that community participation has the potential to transform 
society and thus bring change in the status quo itself (Goel et.al, 
2014). 


The success of development projects under the 
community-based approach is heavily dependent on the levels 
of community participation. However, it can be considered to 
be a challenge in many municipalities and other government 
agencies especially if a significant fraction of the communities 
are marginalized, disenfranchised and faced with broad social 
issues. 


A Brief Review of Literature and Research Gap 


Many studies found that the implementation of neoliberal 
policies caused the failure of social democratic welfare states in 
achieving their goals especially in the last few decades (Harvey, 
2006). The implementation of wrong policies led to the 
widening of the gaps between rich and poor, an increase in the 
spread of hunger, poverty, crime and social unrest in many 
areas of the world. It has been reported that social workers are 
facing these challenges on a global scale more than limited to a 
particular region (Roy 2001). On the other hand, those who are 
committed, and take it as their responsibility to make a change 
in society believe in a welfare approach based on community 
participation (Wijayaratna, 2004). Although panchayats have a 
dynamic role in achieving rural economic development, in 
many cases, they are heavily constrained by limited resources. 
Their dependence on both central and state government funds 
creates a significant lag in the development process. One can 
see many debates among academicians about why rural 
development projects fail? Studies find that lack of community 
participation or decision making in development projects can 
contribute to project failure or delay (Njunwa, 2010). 
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Ife (2013) argues that community-based solutions are 
needed to address contemporary social issues such as poverty, 
hunger, illness, crime, and violence. An alternative to the 
traditional approach could be the model that has_ the 
involvement of community initiatives/organizations in the 
development process (Wijayaratna, 2004). As many successful 
models are available, it's better to involve the social 
organizations in mobilizing resources and carry forward the 
development process. When community participates in the 
development process, it involves people in the identification of 
the problem, formulation of plans, and implementation of 
decisions which is more connected to their own lives (Fisher, 
2004). It also helps in the identification of resources and its 
utilization for sustainable development locally. 


In the Kerala context, few studies looked into detail the 
real impact of community-based initiatives in rural 
development. So the present study tries to understand and 
evaluate various dimensions of community-based initiatives in 
rural development in Kerala at the grass-root level. 


Statement of the Problem 


A review of the literature explains that traditional supply- 
driven- bottom down approaches are no more suitable as a 
framework for rural development in the moder era. Similarly 
models based on neoliberal policies also failed in achieving the 
goals as expected. On the other hand, some of the recent studies 
suggest models based on community participation as an 
institutional alternative for rural development. Under these 
circumstances, it is necessary to understand the effectiveness of 
the alternative models in the rural development process and 
proposes a detailed study on it. 
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Research Questions 
This study focused on two primary questions: 


1 What is the nature and extent of participation of the 
community in the development projects in the study area? 


2 How did the community-participatory model help in the 
effective implementation of the projects? 


Objective of the Study 


The objective of the study is to study the role of 
community-based initiatives in the overall development in the 
area under local self-government in Kerala.More specifically 
the study tries to evaluate two cases, which used the 
community-participatory model as an alternative for rural 
development. The first one is in the area of education (service 
sector) and the second one is in the area of agriculture (primary 
sector). 


Scope of the Study in Alternative Framework 


In India, the emergence of Panchayat Raj Institutions is 
considered a milestone in the achievement of the development 
process and it became an effective mechanism in the 
management of Integrated Rural Development (IRD) at the 
grassroots level. Constitutional power (as per the 73rd 
constitutional amendment) and autonomy are given to local 
self-governments to play a predominant role in the integrated 
rural development programs. However, constraints in 
mobilizing sufficient resources due to lack of expertise or other 
reasons cause stagnation in the development process in many 
areas. To overcome these constraints, it is necessary to involve 
institutional alternatives in the development process. India also 
has a plethora of local-level institutions or organizations such as 
NGOs, Community Based Organizations (CGOs), private 
sector institutions, etc which can play a key role in the rural 
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development process. The study tries to understand the role 
played by the community in some of the successful 
participatory development projects in rural Kerala. It will 
enable us to understand the importance of community 
participation in the sustainable development process and 
identify the barriers for community participation in a rural area. 


Methodology 


The present study is proposed to evaluate the role played 
by the community in a participatory development model and 
explain how it helped in the success of the projects. A review of 
the literature show's that, for the present study, the case study 
method is the most suitable one. For the purpose, the present 
study screened several cases in rural Kerala and selected two 
cases as per the convenience. Finalized the cases based on 
several parameters viz; the success of the projects, acceptability 
(reliability and validity), accessibility, cost, and timeframe. 


As per the report published by GramaPanchayat during 
the year 2017, Kongadpanchayat and Pudupariyarampanchayat 
had initiated a lot of welfare programs on the last one decade 
and all the programs focus on the overall development of 
panchayath with a special mention in the area of agriculture, 
industry, education, energy sector, employment generation 
activities, etc. When we assessed the performance of these 
development activities, community participation had high 
lighted more in the sphere of agriculture and education sector. 


Under this background present study tries to evaluate the 
extent of community participation in the rural development in 
Konga and Pudupariyarampanchayat in the Palakkad district as 
a case to highlight the importance of community participation. 
The selection of the projects is verified and confirmed with 
personal interviews and discussion with people's representative 
and local body members. The selection of Krishi Bhavan and 
school is discussed in the flow chart (Figure.7.1). The present 
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study focused purely on the role of communities in the 
development process and leaves out other agencies. Owing to 
resource and time constraints, data were collected only about 
two cases from two panchayats and focused on one school and 
one Krishi Bhavan only. 


Community Participation as a Mode of Development 


This section sketches the concept of community 
participation and the role of communities in development. 
Many countries have adopted diverse projects and strategies 
intending to eliminate the problems of poverty and to improve 
the wellbeing of rural people. Most of these programs 
strategically focus on the modernization of agriculture, the 
creation of special economic zones in the rural areas, support of 
agro-based industries, and expansion of existing community 
facilities. It has been assumed that the rural development 
process could be more effective with the complementary effort 
from other institutions and the active participation of the local 
people. Moreover, it has been identified that the scale of 
development should be matched with the requirements of poor 
people in the area to achieve success. 


Generally, public policies that influence rural life and 
economy can be classified as supply-side policies and demand- 
side policies. Supply-side policies are essentially affecting the 
production of goods and services. It includes providing inputs 
for agriculture and village industries, subsidies and availing 
credit, etc. Demand-side policies targets living standards either 
through non-production-oriented activities or by concentrating 
almost exclusively on distribution. The first group of policies 
has a profound impact on the rural economy and can claim 
more funds than the latter one. Conventionally, we call these 
policies as rural development policies, especially in the Indian 
context. 
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Figure 2.1 Selection Process for Case Study 
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When we look at the typology of Indian rural 
development policies, it can be seen that the policies mainly 
classified by the nature of the target group or community or 
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particular sections (Prasad, 2003). When we implement policies 
through community either it covers all areas or restricted to a 
particular area. Polices oriented towards the particular sections 
may affect their income by affecting the ownership of assets. 


Over the past, most of the international donors and 
governments had followed a sectoral approach in _ their 
development activities especially in developing countries. 
Although this approach had improved the provision of public 
services in general, it failed in maintaining the cross-sectoral 
balance in many places due to inadequate investment in some 
critical areas. It has been suggested that to achieve the expected 
benefits, the sectoral approach should be linked with 
decentralized and integrated development efforts that can 
identify and include those missing critical areas also. 
Subsequently, to address the above issues the international 
donors and recipient governments started Integrated Rural 
Development Projects (IRDPs) and Area Developmental 
Projects (ADPs). 


Recent developments in the decentralization processes 
have provided opportunities for IRD by introducing a new 
approach. The new concept named, "Regional Rural 
Development" gives importance to the spatial dimension of 
development. For example, in Sri Lanka, IRD projects are 
"being replaced" by the new approach of "Regional Economic 
Advancement Programs" (REAP), which is focusing on 
employment and income generation in the regional economy by 
strengthening the local service system especially for micro, 
small and medium enterprises, including agriculture. The recent 
advancements in decentralization have improved the scope for 
IRD through increasing the potential for "Shared Roles and 
Responsibilities in Rural Development" at local levels. 


When we assess the rural development programs initiated 
by the Government of India, it reveals that most of the IRD 
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initiatives focus on poverty alleviation. This is mainly because 
of the predominance of poverty in the rural areas of the country. 
Therefore, development programs in a rural area have been 
formulated based on enhancing the participation of the 
community, and the empowerment of underprivileged sections. 


These programs generally followed a multi-sectoral and 
regional approach and targeted broader objectives in the areas 
of agricultural development, education, road infrastructure, 
health services, etc. These programs widely used top-down and 
supply-driven approaches for execution on contrary to their 
dependency on the local population. In many instances, 
policies, programs, and projects designed by government 
authorities did not take into account the needs and demands of 
the local population. 


Defining Communities 


Millennium Development Goals prepared by the UN 
recognizes the role of education and community participation in 
eradicating poverty and bringing economic development. 
Various international organizations also advocated community 
participation in the development process and the process of 
empowering people in their development. There are many 
examples which show that community action and institutions 
can contribute significantly to integrated rural development. To 
evaluate the role of local communities in rural development it is 
better to follow some standard definitions. 


The word 'community' is multidimensional and complex. 
So in the literature, it is defined by different scholars in 
different ways. Generally, the concept discussed in either 
sociological or political contexts. From a sociological point of 
view, community means ‘a group of people who live the same 
place, share an interest, a neighborhood or common set of 
circumstance’ (Macmillan English Dictionary, 2007). From a 
political point of view, the community can be defined as ‘a 
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political constituency that has the right to participate in political 
activities such as elect their leader and make the decision to run 
their government’. 


During the period of the 1950s and 1960s, an effort was 
made in many countries to promote what we call ‘community 
development’ but it lost its significance and support in the later 
period. It also became a largely discredited concept (Holdcroft, 
1978). Therefore the limitations of the approach also should be 
kept in mind when trying to engage local communities in 
integrated rural development programs. 


Communities are not always natural social units and thus 
they may lack the kind of identity and solidarity. Communities 
are not cohesive, harmonious social entities but are divided by 
religious, familial, clan, or other separations, making for a 
considerable level of conflict. Communities do not exist in 
isolation and community development often lacked connections 
to technical expertise. These shortcomings could be eliminated 
by truly integrated approaches to rural development but such 
integration is practically difficult to achieve in many cases. 'The 
term community development referring not to the development 
of, by and for the community but rather to the development 
efforts which have a strong basis for community and also their 
activities not limited to them or defined by them’. Therefore 
communities are a base for development but development 
efforts of these are not coterminous with communities’. The 
concept of ‘local development’ is more encompassing and 
broadly-gauged but with the same objectives and similar 
philosophy (Uphoff, 1986 and Wijayaratna,1986). The 
following figure discusses how people can make decisions and 
act together in what we refer to as collective action based on 
common interests and mutual benefits. 
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Figure 2.2 Hierarchies of Levels of Decision-Making and 
Action for Development 


INTERNATIONAL 


REGIONAT /DROVINCTAT /STATEF 


SUB DISTRICT 
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Sets of communities having economic and social connections 


LOCAL 


Persons/households having a common residence location 


: 


Membership based on some common characteristic or interest 


INDIVIDUAL 


I 


Source: Uphoff, 1986 


In the hierarchy of decision making, locality, community, 
and group levels are considered as local. In all these levels, 
people know or able to know each other as individuals. At the 
national or international levels, just a few persons are making 
decisions and act accordingly, so they are far from the 
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characteristics of the local level. Also the level below national 
that is the region or province or state is also considered as far 
away from the local level because most of the regions or 
provinces are larger than small nations and citizens have 
tenuous bonds among themselves. They will have a common 
commitment, but not having a common interest. District and 
sub-district are similar in that as they are administrative units, 
not aggregations of persons who know each other. Below the 
group level, there is the household level, where a small number 
of people live together and make decisions jointly. The 
problems of decisions making are not complex in the level of 
groups, communities, and localities. Finally, there is an 
individual level where individuals decide and act only for 
themselves. 


Role of Local Communities 


Local communities should be entrusted themselves to 
undertake the activities of planning and management and are 
also expected to provide support services. In the past, little 
attention was given towards the immense potential of peoples' 
participation in the development process. They take 
responsibility in providing information about the lags in top- 
down planning, receipt of material incentives, and by many 
other passive forms. In the earlier models of development 
processes, interactive participation and planned mobilization of 
social capital were largely absent. It has been identified that 
most of the rural people in many countries do not have the 
strength and capability to participate effectively in the market 
economy or the strengthening of social capital and collective 
action. Moreover, in rural communities, it is quite common to 
see that a large number of small scale entrepreneurs making 
uncoordinated decisions. It emphasizes, the requirement of an 
institutional mechanism for the coordination of the decision 
making of those people. 


Edited by: Siddik Rabiyath, Abdul Salim. A 106 


The greatest challenge to achieve sustainability in the 
development process is associated with facilitating and 
institutionalizing the process through which rural communities 
themselves will get evolved as a local organizational entity that 
is capable of satisfying their own local needs. 


For the accumulation and mobilization of social capital in 
community development, improvement, or upgrading of the 
human capital is very crucial. For example, when we develop 
the skills of the individual in a given society that will enhance 
the quality and quantity of the output of social capital such as 
collective action, investment in education, skill development, 
nutrition, etc. would reinforce the supply of human capital. 
Recently, there is a growing concern about the requirement of 
improvement in human capital as a part of the development 
process. 


With the implementation of decentralization, local 
communities are expected to undertake larger responsibilities 
for community development. Community organizations and 
institutions are the pivotal instruments in the management of 
the community. It includes the assessment of community 
requirements as well as the potential of community in resource 
mobilization. They have a role in maintaining information 
about the availability of recourses internally and externally, 
planning and implementation of development programs, 
providing goods and services, developing and maintain rural 
infrastructure, etc. Moreover interacting effectively with local 
governments and developing partnerships and_ sharing 
responsibilities, managing conflicts, and monitoring and 
evaluating community development, etc also has to be done by 
them. In general, the success of decentralization lies in the 
capability of community organizations in the utilization of the 
wealth of social capital effectively. 
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Most of the academicians pointed out that effective 
utilization of social capital can be singled out as the major role 
of the local communities in the development process. The 
major factors that contributed to the demand for utilizing social 
capital in the development process include: 


a) Reducing the role of the government 


b) Growing demand for improved and_ diversified 
infrastructure in rural areas 


C) Reducing the inefficiencies of the government/ bureau- 
cracies in rural development including the delivering of 
support services to the rural sector and 


d) The experience in achieving efficiency improvements 
that have been effected through local community 
participation in development. 


The streams of benefits of social capital can be measured 
in many ways. Mutually beneficial collective action (MBCA) is 
the most common benefit or outcome of social capital that 
generates benefit to society as a whole and not only to the 
individual. Collective actions generally aim at purely self- 
centered purposes and the expenses of others are excluded. 
Social capital is different from other types of capital. Generally 
structural or cognitive form of social capital is identified. In the 
structural form of social capital, social networks are established 
through roles, rules, procedures, and precedents. Social 
networks establish patterns of social interaction while the 
cognitive form is characterized by norms, values attitudes, and 
beliefs. The cognitive form of social capital is crucial for 
creating a supportive environment that motivates beneficiaries 
in MBCA than a structural form of social capital. 


The structural form of social capital can facilitate and 
support MBCA by performing four functions such as 


Edited by: Siddik Rabiyath, Abdul Salim. A 108 


e Making decisions where people work together efficiently, 
they have some roles supplemented by rules or procedures. 


e Mobilizing and managing resources, where needed some 
designated roles supported by rules or procedures. 


e There should be roles, rules, and procedures for 
communicating efficiently and effectively and _ for 
coordinating the activities that are decided upon them 


e = Finally, whenever conflicts arise, there should be some 
processes for resolving these issues. 


Thus, the structural form of social capital can provide 
mechanisms for collective action and facilitates the process of 
development (Uphoff and Wijayaratna, 2000). Moreover, there 
is a difference in the cognitive and structural forms of social 
capital. These two forms are interrelated and one may not exist 
without the other. Usually, the cognitive form of social capital 
comes first in the process, and then the structural form comes as 
a consequence or as the logical outcome. 


The Role of Local Communities in Development-A 
Multi Capital Approach 


Two arguments promote the role of communities in local 
development. The first argument is that with the 
implementation of decentralization local government has 
greater responsibilities and became a focal center for local 
development. They were effectively linked with national as 
well as local communities in the development process. There is 
an argument that, for effective development, local communities 
should be organized to undertake the planning process. They 
are also expected to take over the management of support 
services with the local government. While local communities 
are entering into the development process, effective utilization 
of social capital takes place. For the effective mobilization of 
social capital, the upgrading of human capital is essential. The 
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development process can be sustainable with the utilization of 
money capital, social capital, and human capital (Wijayaratna, 
2004). 


The second argument is that recent developments in 
decentralization advocate demand-driven strategy than supply- 
driven approach, therefore, it could have the merit of 
considering the specific demand and potential of each locality 
(Wijayaratna, 2004). 


Figure 2.3 Multi Capital Model 


| Local self government 


Human Capital Social Capital 


= Development 


Finance Capital 


| Community | 


Source: A conceptual model by the author 


In nutshell, with the implementation of decentralization, 
the community had its responsibilities for development and 
local communities are expected to undertake larger 
responsibilities for community development. They undertake 
the role in maintaining information about the availability 
of recourses internally and externally, planning and 
implementation of development programs, providing goods and 
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services, developing and maintain rural infrastructure. 
interacting effectively with local governments and developing 
partnerships and sharing responsibilities, managing conflicts, 
and monitoring and evaluating community development also 
has to be done by them. Against this background, the following 
chapter is going to discuss the budget allocation of funds to 
local government in the Kerala context. 


Allocation of Fund to Local Self Government- Kerala 
Context 


Kerala has carved out a chequered history in the realm of 
local self-governance. Since independence, genuine attempts 
were afoot to invent an impeccable system of LSGs but went in 
vain. It was the 73rd and the 74th amendments that fructified in 
strengthening Panchayat Raj and Nagarapalika institutions. 
These amendments helped in getting constitutional rights to the 
local self-governments of the country and made periodic 
elections mandatory in regular intervals. Kerala Panchayat Raj 
Act, 1994 and Kerala Municipality Act, 1994 were enacted in 
the state. These acts carved out a niche in the history of the 
devolution of powers and responsibilities to the lower levels of 
governance in the state by apportioning functions, functionaries 
and powers to be transferred to the LSGs. However, the state of 
Kerala was shorn of well-established models or time tested 
methodologies to emulate the idea or process of the local level 
of planning. So the state governments, the LSGs, and the 
volunteers at the local level had mooted ideas related to 
participatory planning from below, by trial and error 
(SDR,2008). 


Having realized that the enactment of the 1999 Acct is not 
bereft of some handicaps, the state government appointed a 
committee under the chairmanship of $.B Sen in 1996 known 
as Sen Committee. Sen Committee made a strong case for more 
autonomy to be given to the local bodies by confining the might 
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of the state only to interfere and regulate so that local bodies 
become people-friendly local governments. Another salutary 
contribution of the 1999 amendments was the empowering of 
the Gramasabha by equipping them with a major slice of 
powers. However, it should be born in mind that as the state 
government is more or less stripped of powers for the 
regulation of local governments, an alternative institutional 
mechanism to succor grievance of local self-governments by 
establishing new independent institutions such as Tribunals and 
Ombudsman was genuinely felt. 


Until 1996, the state of Kerala was in the welter of the 
trait of centralization with its characteristics top-down 
approach. As such, the heartfelt needs and people-centric 
behavior was missed out from the development mandate. 
Development programs, therefore, found themselves at the 
receiving end. There was no room for social auditing for the 
schemes and programs implemented paving the way for canker 
of corruption and absence of accountability. Accordingly, the 
upkeep and maintenance of assets created were haphazard. 
However, since the inception of Ninth FYP, a paradigm shift 
occurred. It put forth a two-pronged strategy. Firstly, the state- 
level plan to be executed through the line departments of the 
government and secondly, the local level plan to be formulated 
and implemented by LSGs. The division of responsibilities and 
powers was based on the premise that works to be taken up at 
the local level by maximizing people's participation and that 
balance work may be done by the state government. Hence, 
locally specific and people-centric behavior becomes the 
bulwark of LSGDs'. According to the Kerala Acts of 1994 (as 
amended in 1999), LSGs at the hem of higher tiers do not have 
any hierarchical control over lower tiers. To assure unfailing 
co-ordination and nexus among the different LSGs in a district, 
the Acts provide a setting up of District Planning Committee 
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(DPC) which is mandated with the preparation of district plan 
prepared rural as well as urban LSGs. 


The Fiscal Autonomy of LSG's 


The ninth five-year plan also stood aloof in the fiscal 
history of the country. The program of democratic 
decentralization introduced dramatic changes in the financial 
profile of LSGs. The salient among them was the transfer of 35 
to 40 percent of the state funds to local organizations compared 
to 2.35 percent in the form of grants-in-aid for formulating and 
implementing local development plans (see, Second State 
Finance Commission Report (2001-2005)). Therefore the local 
people and their self-governments made use of the behemoth 
power as well as a deluge of funds o to mobilize resources as 
additional sources for formulating and implementing local 
development plans. 


After the 73rd and 74th constitutional amendments, the 
LGs were awash with the expansion of their responsibilities in 
various domains of development and services by expanding 
expenditure on development activities. The LGs have a decisive 
role in empowering the lives of people at the grassroots level. 
Therefore they provide services such as safe drinking water, 
hygienic atmosphere; tidily public places, sustainable environ- 
ment, better infrastructure, and effective public health care 
system. These services are the basic minimum expectations of 
the people. To fulfill this and also for furthering other interve- 
netions, additional resources should be mopped up in other 
areas. Though a sizable amount of funds were indeed trans- 
ferred to them from the funds of the state the LSGDs; have 
miles to go. 


The LGs are endowed with own-source revenue and 
borrowings, in addition to transfers of funds from state and 
central governments. The own source of revenue constitutes the 
tax and non-tax revenue. There are five items of taxes and 
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around 35 items of non-taxes. As of now, the five major taxes 
are property tax, profession tax, entertainment tax, 
advertisement tax, and service tax. Non-tax revenue constitutes 
an important component of the OSR of both ULGs and PRIs. 
There are over 30 items of revenue levied by LGs other than 
taxes of which major items include a receipt from san mining, 
rent on land and building, market fees, license fees; permit fees, 
registration fees, etc. Regarding fund mobilization, efforts are 
to be intensified for augmenting it in letter and spirit. Yet 
another alternative a on a quid pro quo basis for garnering 
additional resource mobilization, for instance, can be such that, 
the Residents Associations that have consistently registered a 
high rate of growth in revenue collection may be given a slice 
of the cake for preparing the roads or installing mercury lamps 
or whatever way they would like to spend money for as 
permanent public goods. 


Apart from these, the local governments also enjoyed 
development funds from the state's plan allocation for executing 
schemes formulated at the local level. Since the launching of 
decentralized planning in 1997-98, the local government had 
received an average of about 25 percent of the state's investible 
resources as a development fund. Besides, the state transfers 3.5 
percent of its tax revenue allotted for general-purpose funds and 
5.5 percent own tax revenue as maintenance fund every year. 
Local governments are vested with unbridled freedom in 
formulating and implementing projects based on their priorities 
subject to plan guidelines issued by the state government. 


Generally, the allocation of development funds to LGs is 
being done under three categories-General sectors, Scheduled 
Caste Sub Plan (SCSP) and Tribal Sub Plan (TSP). The outlay 
for each category from 2011-12 to 2015-16 was fixed based on 
the recommendations of the IV State Finance Commission 
(SFC) in the subsequent years. The change in outlay was 
following the increase in the state plan outlay. The commission 
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made a strong case that at least 25 percent of the likely plan size 
of the state should be devolved to LGs for development 
purposes. The fund would be inclusive of the devolution from 
the central finance commission and allocation to LGs for World 
Bank-supported projects called the Kerala Local Government 
Service Delivery Project. 


In the early years of the twelfth five-year plan, some 
sweeping changes were made in the plan guidelines mainly in 
sectoral ceilings and project appraisal. There was no mandatory 
minimum ceiling in the productive sector during the first four 
years. In the case of infrastructure sector, the mandatory ceiling 
was fixed at 45 percent in GramaPanchayats and Block 
Panchayats, 55 percent in municipalities and corporations and 
50 percent in District panchayats under general sector outlay 
(GOK, 2017). Apart from this, 10 percent of the development 
fund was mandatorily earmarked for women component plan 
and 5 percent to children, old age, differently-abled, palliative 
care, and other vulnerable groups. The new government made a 
case to case rebuttal of the experience in the first four years in 
2016-17 and a unanimous decision was taken based on the 
principle that the mandatory minimum allocation of 20 percent 
should be given under productive sector and minimum 
allocation of 10 percent for sanitation (see, Table 3.1). 


Table 2.1 Budget Allocations in the Local Government XII 
Five Year Plan (Crores) 


Year State Plan | Development | % to 
2012-13 | 14010.00 3228.00 23.04 
2013-14 | 17000.00 4000.00 23.02 
2014-15 | 20000.00 4700.00 23.50 
2015-16 | 20000.00 4800.00 24.00 
2016-17 | 24000.00 5000.00 20.83 
Total 95010.00 21728.00 22.50 


Source: Economic Review, GOK (2017) 


115 Banking and Financing 


The total development fund available with local 
governments in a financial year also includes the unspent 
balance of the previous year. However, the system of carrying 
forward the unspent balance to the next financial year was 
discontinued from 1st April 2016 onwards. In the XII five year 
plan, the budgeted outlay of the development funds to local 
government was Rs.21,728crores and Rs.191001.75 crore was 
utilized. (See, Table 3.2). 


1 It was decreed to have a Beneficiary Committee for 
facilitating people's participation in plan implementation. 


2 Extend the autonomy of decision making at the local 
levels. 


3 Mandatory minimum allocations of 30 percent for the 
productive sector under general sector funds were ensured 
in the case of three-tier panchayats and 10 percent in the 
case of urban local bodies. Also, 5 percent allocation for 
disabled and children, 5 percent for old age and palliative 
population, 10 percent for WCP, and 10 percent for 
sanitation were ensured. 


Table 2.2 Year Wise Outlay and Expenditure of 
Development Fund in XII Five Year Plan (Rs in Crores) 


Year ri Expenditure ue pea 
2012-13 3,228.00 2,741.97 85.00 
2013-14 4,000.00 3,918.27 98.00 
2014-15 4,700.00 4,033.94 86.00 
2015-16 4,800.00 4,467.76 93.00 
2016-17 5,000.00 3,839.81 76.00 
ee a 21,728.00 19,001.75 87.00 


Source: Economic Review, GOK (2017) 
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Some of the substantial measures implemented are; 


1. District Planning Committees were constituted with all 
powers thereunto appertaining in all local government 
institutions for plan formulation, implementation, and 
monitoring of plan schemes. 


2. All the local governments in the state should chalk out 
Status reports in 2017-18. 


3. The multifarious activities of four development mission 
launched by the government viz Aardram, Harita Keralam, 
Life and Education Mission which seeks to address the 
development problems of the states are integrated with the 
plans of local government (GOK,2017) 


4. The various sources’ of funds available to local 
government institutions include plan allocation 
(Development fund), own fund, state-sponsored schemes, 
centrally sponsored schemes, beneficiary contribution, etc. 


In 2016-17, the total size of the plans of all local 
government was estimated as Rs.11,644.62 crores out of which 
the share of development fund released to all local government 
constitutes as Rs.5724.90 crores i.e. 49 percent of the total 
allocation from various sources. The own fund constitutes only 
9 percent of the total plan size and the balance fund comes from 
other sources (GOK, 2017). In 2016-17, the share of 
development fund to the total plan size of local government is 
49 percent and the share of development fund to total 
expenditure was 70.6 percent. From the figure,(3.1) it drives 
home that the dependency of the local government on 
development fund for expenditure responsibilities is very high 
and the local government is underperforming without 
sufficiently garnering the potential of own revenue generation. 
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Performance of Local Government 


The performance of local government considerably 
hinges on the allocation of development funds to local 
government institutions following the recommendations of the 
state finance commission. The local governments allocate their 
development fund broadly under three sections viz, productive, 
service, and infrastructure sectors according to local 
government priorities and plan guidelines. The productive 
sector mainly includes agriculture and allied sectors, soil and 
water conservation, irrigation, and industries. The service sector 
consists of education and allied services, development of 
women and children and labor welfare, etc. and the 
infrastructure sector including on energy, transportation, and 
building. 


Figure 2.4 Expenditure Shares of Different Sources of Fund 
in 2016-17 (%) 


Undefined 
Others @ Development 
23.1, 23% __ Fund 
@ Own Fund 
Others 
@ Undefined 
Own Fund 
6.3, 6% 
B Undefined 
Development 
Fund 
70.6, 71% 


Source: Economic Review, GOK (2017) 


In the year 2016-17, the total fund released under the 
category of development fund was Rs.5724.90 crore which is 
higher than the budgeted outlay of Rs.5000 crores. The planned 
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fund utilization percentage in 2016-17 was 67.07 percentage 
which was lower compared to the previous year 73.6%). Tier 
wise details of outlay during the year 2016-17 shows that the 
performance of block panchayat was better (70 percent) 
expenditure followed by Gramapanchayat with 65 percent and 
District Panchayat with 68 percent in 2016-17. Municipalities 
(64%) and Municipal Corporations (59%) have the lowest 
expenditure among various tiers of government in 2016-17. 


Sectoral Analysis 


The LGs allocate their funds mainly in three sectors viz 
productive, service, and infrastructure. Out of the total 
expenditure in 2016-17, the share of expenditure by productive, 
service, and infrastructure sectors constituted 11%, 64%, and 
25% respectively (Table 3.3). It may be noted that the total 
expenditure under the productive sector shot up compared to 
the previous year but it is far below the minimum sectoral 
allocation prescribed for the year. This trend is an indication of 
the revival in agriculture and allied sectors. 


Productive Sector 


The productive sector includes sub-sectors such as 
agriculture, animal husbandry, dairy development, irrigation, 
industries, energy conservation, etc. Among the sub sectors, 
LG's undoubtedly accorded more precedence to agriculture and 
allied sectors as agriculture is vulnerable to the vagaries of 
nature as compared to fund allocation to industries and other 
productive sectors. Among the rural local bodies, Grama 
Panchayats have given major attention to the implementation of 
agriculture and allied programs in productive sectors by 
spending. It is noted that 44 percent of the fund was utilized for 
the implementation of schemes under the agriculture and allied 
sectors (Table 3.4). Therefore, the industries sector has not 
received due consideration over the review period. A major 
share of the total expenditure incurred in the productive sector. 
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Table 2.3 Sector-Wise Percentage of Expenditure to Total 
Expenditure in 2015-16 and 2016-17 (in percent) 


2015-16 2016-17 
vu 7) 
Type of LGs 3 5 
al g g z E 
| 84 Ell 2B. |. ee 
s 5 s | 3 3 3 s | 3 
i) C= : i} a C= +7 
& B S| se Ey B & 16 
Sraia 8.81} 53.21|37.98| 100] 12.22| 63.73] 24.05] 100 
Panchayats 
Blog 7.92| 59.43|32.65| 100] 14.84] 62.27] 22.89| 100 
Panchayats 
Distae 6.93} 60.43|32.64| 100] 14.73| 67.71] 17.55| 100 
Panchayats 
Municipalities} 5.27| 51.37| 43.35| 100/ 7.25| 61.94] 30.81| 100 
Corporations | 4.30| 48.59/ 47.10 100/ 3.14| 65.55| 31.31] 100 
Total 7.68| 54.47|37.85| 100] 11.31] 63.94] 24.75| 100 


Source: Economic Review, GOK (2017). 


Table 2.4 Subsector Expenditure Share of Productive 
Sector as % in 2016-17 


SLNo Items Percentage 

1 Agriculture 44.15 

2 Irrigation 5.33 

3 Dairy development 11.93 

4 Animal husbandry 24.79 
Industries, self-employment 

5 7.16 
enterprises, marketing 

6 Others 6.64 


Source: Economics Review, GOK (2017) 
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Service Sector 


The social welfare and service sector claim a substantial 
stake in plan allocation under local governments. Therefore, 
local governments enhance the quality of basic services 
provided to the public through welfare-oriented programs. The 
major service sector expenditure incurred by local governments 
includes housing, education, sanitation, and waste management 
and these investments play a fulcrum role in local public 
governance. Fund utilization for the service sector in 2016-17 
outperformed the productive and infrastructure sectors and 
achieved 64 percent of the total expenditure. The lions’ share of 
service sector expenditure undertaken by all the local 
governments was allotted for housing and related expenditure 
(Table 3.5). 


Table 2.5 Sub-Sector Expenditure Share of Service Sector 
as % in 2016-17 


SI. No Items Percentage 
1 Education 11.73 
2 Health 5.14 
3 Drinking water 7.66 
4 Sanitation 12.20 
5 Housing 17.71 
6 Social welfare 7.74 
7 Nutrition 8.06 
8 Anganwadis 5.87 
9 Financial contribution 18.29 
10 Others 5.6 


Source: Economic Review, GOK (2017) 
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Infrastructure Sector 


Local governments earmark 25 percent of the total 
expenditure on infrastructure sector activities such as street 
lighting, transportation, and construction activities. As 
compared to the previous year, the expenditure shows a 
marginal decrease, and the overall infrastructure expenditure as 
a share of total expenditure abated to 25 percent from 38 
percent. Out of the total expenditure, a major portion has been 
utilized for transport sub-sector which includes road, bridge, 
etc.(Table 3.6) 


Table 2.6 Sub-Sector Expenditure Share of Infrastructure 
Sector as % in 2016-17 


SI.No Items Percentage 
2. 
Transport 68.10 
Public buildings 16.06 
Others 3.55 


Source: Economic Review, GOK (2017) 


District Planning Committees were constituted in all the 
fourteen districts by the spirit of the 74th amendment of the 
constitution. DPCs are armed with the responsibility of 
scrutinizing, verifying, and finally approving the local plans. 
They also provide suggestions to LGs and monitoring of plan 
implementation. In the financial year 2011-12, the World Bank 
aided Kerala Local Governments Service Delivery Project was 
initiated in Kerala with much fanfare. The objective of the 
project is to improve and strengthen the institutional capacity of 
the local government's system in Kerala to provide services and 
undertake basic administrative and governance function of LGs 
more effectively and in a sustainable manner (GOK, 2017). The 
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original project cycle of KLGSDP was 2011-12, December 
31st. But, it was extended up to December 2017. 


The four components of KLGSDFP are: 
Performance grant to Municipalities and Grama Panchayat 
Capacity building 


Enhancing state monitoring of local government system 


BR WwW N 


Project management and implementation 


Of late, 40,000 projects have been created and 
maintenance of capital assets has been done by various 
municipalities and gramapanchayats in various sectors (See, 
Table 3.7 &3.8) This includes buildings of bud school, bus 
station, road connectivity, construction of small check dams, 
anganwadis, fish markets, etc. These projects were adhered to 
both procurements and environment and social management 
framework rules as per the World Bank norms. The 
contributions of the state government for the accomplishment 
of local specific development programs are trivially 35 to 40 
percent whereas the rest of the constructive activities amenable 
to the grassroots level requirements are from public and social 
welfare organizations. For example, health care programs 
implemented in many parts of the states like Malapuram Jilla 
panchayat health care projects ( John, 2012). 


Table 2.7 Revised Project Cost of KLGSDP (crores) 


Component GOK World Total 
Performance Grant 471.32 | 1,019.59 | 1,490.91 
Capacity Building 0.00 


Enhancing State 


: 73.75 73.75 
Monitoring of the Local vy 
Project Management 0.00 
Total Project Cost 471.32 | 1,093.34 | 1,564.66 


Source: Economic Review, GOK(2017) 
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Table 2.8 Component-wise Expenditure up to March 31, 
2017 (crore) 


Canpanent 201 2012- | 2013 | 2014- 2015- 201 Total 
P 1-12 13 -14 15 16 6-17 

Performanc | 9354] 190.35 |271.19 | 115.30 | 276.57 [217.95 | 1164.90 
e Grant 

Capacity 

ee 0.09 2.82 | 4.18 3.14 2.49 | 7.27] 19.99 
Building 

Monitoring 

&Evaluatio | 0-02 0.49 | 0.53 0.59 0.90 | 1.32 3.85 
Fiore 1.02 1.99 | 5.02 4.04 2.95 | 3.64 | 18.66 
Management 

Total 94.67 | 195.6 |280.92 | 123.07 | 282.91 [230.18 | 1207.4 
Project Cost 


Source: Economic Review, GOK(2017) 
The Case Studies 


With the help of two case studies, this section examines 
the community-based initiatives and activities carried out in the 
field of education and the agriculture field. While the first case 
study is an example of the service sector initiatives, the second 
talks about the primary sector interventions by the community 
groups at local levels. 


1. Community-based Development in Education and its 
Excellence 


Primary schools are considered to be one of the 
prominent institutions at the local level as they can reshape the 
life of many over some time. However, over the past, it has 
been identified that, in any part of the country, government- 
funded primary schools are losing their prominence due to the 
inherent inabilities in achieving higher physical standards while 
competing with private institutions. As the government funding 
became inadequate in maintaining the standards, caretakers are 
trying to find institutional alternatives in many places. In some 
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of the cases, community participation has been identified as an 
effective institutional alternative or complementary for 
supporting the educational programs. In many places, Parent 
Teacher Associations (PTA), Teachers, Alumni Associations, 
etc actively participate in these developmental processes. 


The participatory model of development became visible 
in the Kongadpanchayat from the 9th five year plan period 
onwards. There were many initiatives taken up during this 
period to improve the living standards of village people. This 
period emphasized the synthesis of the individual as well as 
community progress by systematic interactions and 
intermissions. Education is one such sector that received 
perceivable support during the same time. Government schools 
started to receive significant levels of support and as a result, 
Puthankod, Cheraya, and Mararkulam schools were shifted 
from rental buildings to their buildings. Apart from this, an 
auditorium and stage were built in Kongad Government Upper 
Primary (GUP) school during the year. Similarly, Cheraya East 
School also got a stage and related facilities. Government-aided 
schools also received considerable support during the period. 
Apart from aiding in building physical infrastructure, financial 
aids in the form of scholarships also were arranged for 
physically-mentally differently-abled children. 


PTA and Mother PTA are very active in these areas and 
people send their children to government schools with an 
increased level of confidence. Out of 36 Anganwaids, most of 
them work very well and fulfill all the requirements including 
the security of the learning environment. Services provided by 
workers and helpers in the childcare centers are exemplary. 


For the present study, GUP School, Kongad had selected 
as a case to assess the role of community participation in the 
development of the school. The Kongad GUP School has 
recently celebrated its 125th anniversary and the school was 
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facilitated for its achievement. The school was selected as the 
best UP school in the constituency of Kongad and in helping to 
attain this prestigious position; the PTA has also received the 
best PTA award. 


Profile of the GUP School, Kongad 


GUP School Kongad was established in the year 1889 
and 1920, school was elevated to higher elementary. To raise 
the standards of the school into the international level, a 
comprehensive mission namely VISION 2010, was introduced 
and PTA played a significant role in formulating this. PTA 
supervises the progress of both academic and co-curricular 
activities in the school. As a result of these decisive initiatives, 
GUP School Kongad was selected as the best school in the 
Kongad constituency and for the cause, the PTA was also 
received the award for the best PTA in the constituency. While 
many government schools face shutting down due to 
underperformance (noneconomic), GUP School Kongad stands 
tall as a well-performing educational institute. 


Role of PTA and Teaching Community in the 
Development of School 


PTA and teacher community contributes significantly to 
the development of physical infrastructure and academic 
initiatives. An enormous amount has been expended by PTA 
for the year 2015-16, 2016-17 and 2017-18 about the 
construction of the building, purchase of furniture, school bus, 
study equipment, development of the school of library, class 
library, steamed kitchen, etc. 


The list of items added to the physical infrastructure and 
other expenditure during the period includes the purchase of 89 
sets bench and desk for first and second standard, bulletin 
boards for all classes, types of equipment for the band troop, 
buying of uniforms, construction of toilets, purchase of 400 
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chairs for a new auditorium, purchase of cooking and serving 
vessels, etc. 


Contribution to the Academic Infrastructure by PTA 


During the year 2016-17, PTA made some critical 
interventions for the academic development of the school. For 
the appointment of employees (4 teachers + 3 menials), PTA 
spent an amount of Rs 180000 during the period. PTA assigned 
certain duties and responsibilities for appointed people such as:- 
conducting additional classes in place of teachers on leave, 
keeping the school and its environment spick and span, 
assisting with cooking and mobilizing additional resources, 
organizing festivals, exhibitions, rituals, and celebrations, etc. 


Apart from these, PTA and teaching community- 
contributed financially and played a significant role in the 
construction of school libraries and class libraries (separately). 
For the school library, 3200 books were accumulated. Now, this 
UP school had 7500 books. For the purchase of 3200 books, 
Old Students Association, residents, teachers, and PTA 
contributed both in terms of physical amenities and cash. Apart 
from the school library, a class library for each class was also 
started for which amount was contributed by parents and 
students. 


During the year 2017, PTA constructed a steamed 
kitchen in the school. For this, PTA and teachers community- 
contributed two lakhs rupees, and panchayat contributed 2.5 
lakhs rupees. Apart from that, for the setting of 'sastra lab’, 
PTA had contributed Rs.15, 000, and the amount was mostly 
used for the purchase of types of equipment. 


New initiatives were implemented by the teaching 
community and PTA during the year 2017-18. A new project 
was initiated for aiding students who are relatively poor in their 
studies called ‘MalayaleeThilakam’.‘Kanivu’, was an initiative 
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to help poor children and orphans by providing food and other 
amenities. ‘Niravu 2016’was another initiative focussed on 
enhancing reading habits among children and mothers. As a 
part of their activities, the community elaborated on the existing 
library facilities, and around 1200 books were collected in the 
first phase itself. Efforts were made to inculcate the habit of 
gifting books on festive and celebration occasions. 


There has been a continuous increase in the enrolment 
rate of the students in recent years as a result of the action taken 
by parents, teachers and public representatives, and other well- 
wishers. The mid deal program became a success by the 
contributions of the good wishers and Government support. 
School started organic farming to available required vegetables. 
It has been ensured that students follow very good hygiene and 
cleanliness in the school, as well as in their homes. 


It is commonly observed that especially in recent years, 
students enrolment in public schools across the state has been 
continuously declining. However GUP school, Kongad made a 
completely different story to tell. The annual report of this 
school shows that there is a significant increase in student 
enrolments. From 844 students in 2012-13, the number was 
increased to 1071 in 2017-18. Proportionately the strength of 
the teaching staff also has been increased from a total of 28 to 
39. 


Sources of Resource Mobilization 


The fund for school development activities is commonly 
raised from the contributions of the MLA(8 classrooms), Sarva 
Shiksha Abhiyan(SSA) (3 classrooms, two toilet blocks for 
girls), local self-government (Furniture, cooking vessels) and 
the school management itself. Also, PTA actively contributes to 
the fund as per the requirement apart from voluntary 
contributions from other associations and individuals. 
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Amount spent by agencies other then PTA includes local 
self-government (Rs 70000), MLA/MP fund (Rs 9000000) 
School management (800000) and others’ -individuals, 
charitable organization (Rs100000). For school development, 
PTA and local people were voluntarily contributed an amount 
of Rs.10, 70000. Generally, PTA does not accept funds directly 
but arrange the resources through sponsorship. 


Achievements and Recognition 


As a comprehensive output of all these efforts taken by 
PTA and teachers community brought much glory to the 
school. Most significantly, the Kongad GUP School was 
selected as the best school in the state of Kerala during 2017- 
18, was based on seven criteria including Academic 
performance of students, Academic potential of teachers, 
Leadership qualities of teachers, Voluntary _ initiatives 
undertaken by the school than Government support, Midday 
meal, Public health, and Societal interventions. Besides, the 
school also won the award for the best UP school in the Kongad 
constituency and the best PTA award for the last two years. 


After showcasing the achievements by community 
participation in school development, the next section tries to 
portray the contributions of community participation in the 
productive sector. 


Community Based Development in Agriculture and 
Land Utilization 


To assess the role of community participation in the 
primary sector, pundupariyaram panchayat had been selected 
where Joint Liability Groups (JLG) and kudumbasree are 
actively involved in the development of the primary sector. A 
concise profile of Pudupariyaram panchayat is given below 
(table 3.9). 
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Table 2.9 Profile of Panchayat (2018) 


Name of the panchayat Pudupariyaram 
Villages included in the | Pudupariyarmal 
panchayat &Pudupariyaram 2 
Block Malamampuzha 
District Palakkad 

Taluk Palakkad 

Area 12.874 square km 
Number of wards 21 

Number of kudumbasree 935 

units 

Number of ADS 20 

Number of ADS members | 140 

Number of NHGs 3258 


Source: Pudupariyaram Panchayat, 2018. 


In pudupariyarm panchayat, Kudumbasree and 
neighborhood groups started their work to achieve the broad 
objectives of achieving alleviating poverty and ensuring food 
security. It has been identified that the progress of the local 
community especially those who depend on diverse and 
indigenous agriculture requires interventions for sustainability 
and progress. Farming has been one of the areas of 
Kudubashree and it was promoted through collective farming 
with the formation of Joint Liability Groups ( JLG) comprising 
of 4-10 women members. The members include small and 
marginal farmers apart from landless agriculture laborers. The 
group formation motivates them to take up land on lease are 
reduce the problem of landlessness of individuals. 


In PudupariyaramPanchayat Joint Liability Group (JLG) 
were actively participating in the cultivation of barren land and 
converted it into cultivable land for bringing the new area under 
cultivation. Generally, they have been taking land by lease and 
shared the return among the members of the group. According 
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to the information collected from Kudumbasree/CDS office, 
there are 18 JLG's cultivating various crops such as rice, 
plantain, and various vegetable in 66.5 acres of land in the area. 


Nowadays they are also receiving aids and cooperation 
from panchayat in terms of farming types of equipment such as 
power tiller and sprayer etc. District panchayat also provides a 
training program to the members of the groups. Kudumbashree 
has successfully helped in the formation and institutionalization 
of 18 JLGs across the panchayat. The participation of 90 
women members brought around 65 acres of land area under 
cultivation. Generally, JLG was cultivating paddy, vegetables, 
banana, and turmeric in the barren land. 


Deepam JLG groups are situated in Pudupariyaram 
Panchayat. It was formed in 2012 with six members. Their total 
area of cultivation in fallow land is 1 acre 25 cent. They 
cultivate paddy, koorka, and other vegetables. They save 
Rs.20000 per year after the payment of the rent. Now 
Krishibhavan is taking initiatives to provide new farming 
practices to the group. 


Most of the Kudumbasree and JLG groups made 
significant progress in their productive activities. Agriculture 
production as a whole and diversification of the crops have 
been brought in to the area in a sustainable manner. However, 
motivational success regarding their work is mainly accredited 
to the change in the land use pattern that happened during the 
period. So we highlight only this change as the real contribution 
to the primary sector. 


Kudumbashree and collective farming groups were able 
to bring an area of 64.7 acres of fallow and barren land under 
cultivation. It is found that the initiative brought ought 
significant impact on the then on landholding pattern and many 
are motivated to use fallow and cultivable wasteland into 
agricultural purposes (see, table 3. 10). 
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Table 2.10 Classification of Area Based on Land Utilisation 
in PudupariyarmPanchayat 


} Area (in ha) 
Particulars 

2015-16 2016-17 
Total geographical 
(a) Wet 1137.10 
(b) Dry 2163.04 
Land put to non- 537.8 464.1 
Cultivable waste 124.0 170.6 
Current fallow 274.8 218.8 

L_ including other fallaw 

Still water 83.7 132.3 
Waterlogged area 0.0 0.0 
Social forestry 0.0 0.0 
Net area cultivated 2277.1 2309.8 
Other areas 2.8 4.6 


Source: Economics and Statistics Department, Palakkad 
Conclusion 


One of the major constraints faced in the development 
process especially in the rural areas is lack of sufficient 
resources. Traditional institutional frameworks fail 
continuously due to the constraints of the governments in 
providing sufficient funds on par with the increasing demand. 
In the era of privatization and liberalization, it is not right to 
expect further assistance from government agencies. So it is 
necessary to think about institutional alternatives for the 
development process, especially in the rural areas. 
Encouragingly, in the last few years, few cases have already 
emerged in rural Kerala, which can be considered as the new 
models of institutional alternatives for rural development. The 
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salient feature of these models is community participation. 
Community plays a multiplicity of roles in the development 
process. Community sometime acts as a_ provider of 
capital/funds, source of expert opinion or training, supplier of 
labor, means of network, and even customer base. Community- 
based initiatives are very successful in many areas. In this 
study, we evaluated two cases, in which the first one became a 
marvelous example in the development of rural education and 
the second one contributed heavily to agriculture production 
and brought out significant changes in the land utilization 
pattern in the corresponding area. 
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Role of Credit Information in 
Bank Lending: A Study among Banks in 
Thiruvananthapuram 


Meera N 


The question of demand and supply of credit assumes 
importance both in the micro and macro sense. The 
determinants of the availability of credit depend on many 
macroeconomic and structural factors. The micro-determinants 
are varied such as the understanding and access to formal and 
secure means of finance, inclusiveness, reputation, collateral, 
net worth, the amount of information available to the two 
parties and their impact on lending. Informed lending and 
timely recovery are seen to top the priority of lenders, 
especially since episodes of default have reached a massive 
scale to pose a systemic risk to the banking system. This 
exercise emphasizes the asymmetry of information that exist 
between the lender and potential borrowers on the latter’s 
creditworthiness and credit behaviour and the extent to which 
timely credit information, as provided by credit bureaus, can 
solve the problem. The following discussion would throw light 
on the research problem at hand, its scope- especially in the 
field of alternative economics, as also the detailed methodology 
that has been followed for the study. 


Many a time, creditworthy entities with adequate 
repayment capacity, but lacking collateral find it difficult to 
access funds, mainly because of an information asymmetry that 
exists between the borrower and the lender. It is a known fact 
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that a large part of the Indian economy is informal. “Estimates 
suggest that the informal economy employs nearly 50 per cent 
of the workforce in India. The earnings of some in the informal 
economy may be at par with their formal economy 
counterparts, but due to its informal nature, people and 
businesses in this part of the economy are rendered ‘invisible’ 
to the formal banking system. This ‘invisibility’ adversely 
affects their ability to grow current income level because of 
lack of access to formal credit” (Acharya 2018). 


With the big bad loan mess and rogue Corporates, the 
public perception about India’s banking system seems to be at 
an all-time low. However, households have remained largely 
untouched by this, mainly because of a set of institutions— 
Credit bureaus—that have functioned behind the scenes to 
mitigate the problems in this sector. These have become an 
important part of the financial architecture of any economy, 
with the primary purpose of reducing the information 
asymmetry between the supplier of credit (banks and other 
financial institutions) and the customer (for whom their credit 
scores serve as reputational collateral. Quality credit 
information is pivotal to ensure that Micro, Small and Medium 
Enterprises (MSMEs), entrepreneurs and proprietors as well as 
individuals get timely funds for consumption, investment, 
expansion and innovation. However, most of such rural 
enterprises/MSMEs and individuals do not have clear proof of 
their creditworthiness, which denies them adequate access to 
funds. Credit Information Companies (CICs) play a major role 
in bridging this gap. In the globalised world where 
competitiveness and innovation have become imperative for 
any enterprise to flourish, access to formal sources of finance is 
inevitable. Facilitating this, are the CICs which serve as strong 
and credible sources of valuable information on the Credit 
history of the borrowers be it enterprises or individuals. In this 
context, it is imperative to understand the role that the credit 
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information services provided by credit bureaus play, in making 
access to finance more inclusive. 


Credit information companies have been in existence for 
more than 100 years in advanced economies like the United 
States and the United Kingdom, gauging credit behaviour and 
providing credit information to financial institutions regularly. 
In the Indian context, CICs were introduced concomitant to the 
recommendations of the N H Siddiqui committee and were 
further shaped by the Aditya Puri Committee. 


Importance of Credit Information 


Commercial banks, as financial institutions, undertake a 
wide variety of activities, which play a critical role in the 
economy of a country. Banks are a particularly important 
source of funds for small borrowers who often have limited 
access to other sources of external finance. In the context of the 
study, Credit is defined as the sum disbursed by a financial 
institution, especially banks so as to enable its customers or the 
borrowers to use it to satisfy personal needs- both short term 
credit (as in using credit cards for payments), and long term 
credit (as in loans for purchase of movable and immovable 
property, business needs such as that for expansion, purchase of 
new and improved machinery, innovation and so on). 


Credit information is the information about a person’s or 
company’s ability to repay debt and includes information on the 
current level of indebtedness of the borrower and his general 
credit behaviour. This is usually examined by banks before they 
decide to lend. A credit history is a borrower's behavioural 
pattern in the repayment of his debts. A credit report is a record 
of the borrower's credit history from several sources, including 
banks, credit card companies, collection agencies, and 
governments. And a borrower's credit score is calculated by 
employing a mathematical algorithm applied to a credit report 
as also other sources of information. A credit score, which is 
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derived by using details found in the ‘Accounts and Enquiries’ 
section on the Credit Information Report (CIR), is more than 
just a number. It is a three-digit numeric summary of one’s 
credit history. The value generally ranges from 300 to 900 but 
may have a different range, depending upon the provider of the 
report. It indicates the ‘probability of default’ of a borrower 
based on his/her credit history. 


Figure 3.1 Credit Score and Credit Approval 


* Your Soare 
* Figures indicate % of all mew loana aanctioned falling in this score band 


An excellent credit score (which is regarded as above 
750) can give users access to top-tier products with the most 
competitive interest rates and highest credit limits. Among 
the benefits of a good credit score are: 


e lower interest rates and longer repayment periods on loans, 
and better chances of approval for financial products. 

e creditors would be willing to lend more to a person of 
proven creditworthiness. 


e Approval for a new credit card and/or upgrading an existing 
one. 


In most of the countries, when a customer applies for 
credit from a financial institution, his information is forwarded 
to a credit information bureau. The bureau matches the name, 
address and other identifying information of the applicant with 
information maintained by the bureau. The records thus 
gathered are then used by lenders to determine an individual's 
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creditworthiness- by assessing his ability and track record in 
repaying debts. The willingness to repay a debt is indicated by 
how timely past repayments were made to other lenders. 
Lenders prefer customers who meet debt obligations on time, 
and therefore focus particularly on missed payments and may 
not, for example, consider an overpayment as an offset for a 
missed payment. 


Information Asymmetry and Credit Information 


There exists, most of the times, and information 
asymmetry between the lender and the borrower, resulting in 
under-provision of credit to certain groups. These groups are 
usually the ones without adequate collateral or other documents 
such as a definite flow of income over time to have a command 
over credit. This information asymmetry leads to suboptimal 
outcomes for both the parties involved- the lender as well as the 
borrower. In such cases, credit information can bridge this 
information deficit by tracking the behaviourof credit 
repayment, the utilisation of such credit, on whether the credit 
is rolled over and so on and thus, serve as credible reputational 
collateral. 


Credit information is essentially detailed information on 
borrowers’ past loan performance and is very important for the 
development of an efficient credit market. In the absence of 
detailed and complete credit data, lenders cannot distinguish 
different shades of borrowers (good borrower, bad borrower 
etc.) and essentially can only observe the average risk of 
borrowers. This leads to a sub-optimum credit market, where 
lenders over-charge low-risk borrowers and under-charge high- 
risk borrowers -a phenomenon known as ‘adverse selection’. 
Also, absence of comprehensive credit information leads to 
issues like ‘moral hazard’, which refers to the situation when 
the borrowers have more information about their intentions or 
actions than their counterparts i.e. lenders and have an incentive 
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to behave improperly. The credit reporting system is an 
institutional response to such issues through which the 
efficiency in the credit market is improved and both creditors 
and borrowers are benefited. Credit reporting system 
supplements the information supplied by the borrowers in their 
loan application which helps lenders to evaluate borrowers’ 
creditworthiness. 


A well-established credit reporting system helps creditors 
to price loans appropriately and lend at more attractive rates 
when they can assess the credit risk of a borrower and are 
confident about his ability to repay. Fear of competition can 
sometimes make creditors cautious to share their borrower 
information. However, sharing of credit data to the credit 
reporting system helps creditors to reduce their risk in screening 
the credit applications, monitoring borrowers, and in preventing 
inefficient allocation of credit. It gives creditors quick access to 
vital credit information about a borrower and at a lower cost. 
This also helps bring more discipline among borrowers and 
reduce the number of over-indebted borrowers (who draw 
credit simultaneously from many lenders) in the system. 
Existence of credit reporting system also enables lenders to take 
objective credit decisions and to shift from pure collateral- 
based lending policies to more information-based lending 
(Report of the High-Level Task Force on Public Credit Registry 
in India submitted to the Reserve Bank of India). Thus, credit 
information services and their effective use is important from a 
financial stability, supervisory, financial inclusion and 
economic policy perspective. 


The issue of credit availability to small firms has 
garnered world-wide concern recently. Models of equilibrium 
credit rationing that point to moral hazard and adverse selection 
problems suggest that small firms may be particularly 
vulnerable because they are often informationally opaque. That 
is, the informational wedge between insiders and outsiders 
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tends to be more prominent for small companies, which makes 
the provision of external finance particularly challenging. Small 
firms with opportunities to invest in positive net present value 
projects may be blocked from doing so because potential 
providers of external finance cannot readily verify that the firm 
has a quality project proposal (adverse selection problem) or 
ensure that the funds will not be diverted to fund an alternative 
project (moral hazard problem). 


Small firms are also vulnerable because of their 
dependence on financial institutions for external funding as 
they do not have access to public capital markets. For an 
individual hoping for better prospects by way of availing 
advances for personal and entrepreneurial pursuits, collateral 
becomes the principal constraint. However, with the full- 
fledged functioning of credit information companies which 
collate information as diverse from the personal details to track 
their credit history across multiple lenders, a comprehensive 
understanding of the customer’s creditworthiness, credit 
behaviour, credit leverage and credit appetite would become 
possible. These services that a credit information company 
provides to financial institutions are vital to enable them to 
make informed lending decisions and exposures. This is 
particularly pertinent in the post-financial crisis era. By having 
such a comprehensive idea about each borrower, the credit 
delivery system can be tuned more efficiently to cater to the 
larger populace which does not have access to formal credit or a 
proper credit history. 


Statement of the Research Problem 


CICs in India are only in their evolving stage, compared 
to about 120-year old mature institutions providing such 
services in advanced economies. The credit information 
reporting system is an institutional response to information 
asymmetry in the credit market. By addressing the issues of 
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‘adverse selection’ and ‘moral hazard’, the credit information 
reporting system aims to bring efficiency in the credit market 
and benefits both borrowers and lenders. Thus such institutional 
arrangements become imperative for a growing economy to 
reduce the information asymmetry, foster the level of access to 
formal credit and to strengthen the credit culture of the 
populace. Credit information system also enables borrowers to 
monitor their credit scores over a period and guard against a 
build-up of debt that may become unsustainable as well as 
possible theft of identity. Using this “reputational collateral”, 
they will also be able to access credit outside existing banking 
relationships. These benefits especially disadvantaged borrower 
groups including small businesses, farmers with good credit 
history, and new borrowers with limited or no physical 
collateral, and start-ups which do not have a prior credit history. 
Sharing of positive information especially helps access to 
finance for borrowers who would otherwise have been 
financially excluded. While the fact remains so, reports suggest 
an underutilization of credit information in the Indian context 
due to varied reasons. 


This work attempts to fill the research gap in 
understanding the role of credit information services provided 
by these institutions in bank lending decisions, by probing into 
the impact of such information on lending and also access to 
credit for the most credit-starved sections of the society- such 
as Micro Small and Medium Enterprises, Self Help Groups, and 
individuals. 


Objectives 


This study proposes to undertake an enquiry into the state 
of affairs in the credit information landscape to explore: 


1. Whether the credit scores and information reports of 
potential borrowers have considerable impact on the lending 
decisions of financial institutions, in particular Banks. 
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2. Whether credit reports and credit scores have helped credit- 
starved sections gain easier access to credit and formal 
means of finance and 


3. Whether the lenders and borrowers have awareness about 
credit reports and credit scores. 


Methodology 


The study is primarily exploratory. Data have been 
collected through personal interview method from the Branch 
heads and middle-level managers dealing with sanctioning and 
disbursement of loans in nationalised and private sector banks 
in Thiruvananthapuram. Top five banks each in terms of total 
assets were chosen from both the public and private sectors. 
From the public sector, State Bank of India, Punjab National 
Bank, Bank of Baroda, Canara Bank and Bank of India were 
selected. The banks identified from the Private Sector were 
HDFC Bank, ICICI Bank, Axis Bank, Yes Bank and Kotak 
Mahindra Bank. Informed consent of the respondents was 
obtained, assuring them of maintaining confidentiality of 
information collected. These interviews are aimed to gauge (1) 
the level of awareness among bankers themselves (2) to find 
out the extent to which they rely on credit information services 
while taking credit disbursal decisions and (3)to identify the 
factors other than formal credit information that they take into 
consideration for their decisions. The exercise thus was 
intended to study exhaustively all those factors that boiled 
down to the lending decision. 


A questionnaire was prepared to gather an understanding 
of the perspective of potential and existing borrowers. 
Customers who visited the chosen bank branches were asked 
about their awareness of the availability and use of credit 
information reports and about the advantages of having a high 
credit score as credible reputational collateral. The choice of 
customers was so made as to reduce the search costs of finding 


Edited by: Siddik Rabiyath, Abdul Salim. A 144 


respondents from each section of the target population- such as 
MSME Representatives, Proprietors and Individuals. It was 
assumed that the customers visiting any bank branch would 
make a fitting cross-section of such a population. The data so 
obtained were analysed using cross-tabulations and simple 
descriptive statistics leveraging the SPSS platform. This was 
necessitated mainly because there could be hidden results from 
within the dataset that would be revealed in such a granular 
analysis was made. 


Scope of the Study in the Alternative Framework 


In a clear departure from mainstream economics which 
studies only the macroeconomic factors that determine access 
to credit, this study aims at understanding the information 
asymmetry problem that limits access to credit through the lens 
of institutions, with its focus (1) on the institutions disbursing 
credit - primarily banks, which are known to diligently track the 
credit behaviour of the borrowers (2) on each customer and (3) 
on how an effective blend of the two can increase the 
opportunities as also the welfare of the hitherto credit-starved 
sections of the populace- the ones without adequate collateral 
backing but are creditworthy in terms of their credit behaviour, 
in gaining access to formal means of finance at a price in 
proportion to the risk. Thus, the study aims to throw light on 
how alternative institutional arrangements can help improve the 
suboptimal outcomes in credit markets. The viability and the 
use of the credit information mechanism as an alternative to 
lending based on third party testimonies and other less credible 
sources is examined. In this context, it becomes all the more 
imperative to find and understand the extent to which such 
institutional arrangements have augmented the benefits to 
borrowers and lenders. 
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Credit Information and Bank Lending: 
A Brief Background 


Ever since India opted for development plans for its 
growth, the role and importance of banking and other financial 
institutions have gained prominence. Research has also 
confirmed the inter-linkage between finance and growth in 
India. The Indian growth process has essentially been ‘finance- 
led’, whereby expansion in the financial sector played an 
enabling role in promoting capital accumulation, which, in turn, 
engendered higher growth (Reddy, 2006). However, one can 
observe a serious financial under-penetration in India (as is 
shown by the chart below), with a modest credit to GDP ratio of 
55.7 per cent compared to China's 208.7 per cent, Norway’s 
245.6 per cent United Kingdom's 170.5 per cent and United 
States’ 152.2 per cent (Bank for International Settlements, Q4 
2017). 


Figure 3.2 Credit to GDP Ratio of Selected Countries (Q4: 
2017) 


Credit to GOP ratio [as % of GDP} 


Source: Bank for International Settlements 


As stated in a recent World Bank report, “A well- 
developed financial infrastructure makes credit markets more 
efficient by reducing information asymmetries and _ legal 
uncertainties that may hamper the supply of new credit. This 
improves the depth of credit market transactions and broadens 
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access to finance. The global financial crisis has also renewed 
interest in the role of financial infrastructure in supporting 
systemic stability. Financial infrastructure promotes financial 
stability in several ways. Transparent credit reporting can 
support the internal risk management of financial institutions 
and supply financial regulators with timely information on the 
risk profile of | systemically important financial 
institutions’(World Bank, Global Financial Development 
Report, 2013). 


There are three important ways in which sound and 
transparent methods of credit information sharing can support 
credit market efficiency and stability. First, lending institutions 
can draw on such information to decide on lending to individual 
customers as well as to manage the risk profile of their overall 
portfolios. Secondly, bank regulators can make use of credit 
information to appropriately calibrate regulations such as those 
related to capital and prudential exposure limits. Thirdly, bank 
supervisors can make use of such systems to assess the build-up 
of interconnected risks of systemically important borrowers and 
financial institutions. In addition to the advantages already 
discussed, there are significant advantages in the following 
respects too: 


a. By increasing the access of unregulated lenders to credit 
information, the systemic risks outside the ambit of 
traditional regulated sectors are enabled to be captured. 


b. Competition in the credit market is enhanced as positive 
information on customers, which is usually not shared, also 
becomes available to other lenders, thereby also benefiting 
the better borrowers. 


c. Reduction of default rates and average interest rates, 
facilitated by increased credit information sharing, leads to 
increased lending. 
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d. Borrowers are incentivised to maintain a good credit record 


thus leading to a reduction of NPAs, better quality of credit 
portfolio, higher capital adequacy ratios and consequently 
increased lending by credit institutions. 


Research has shown that credit information sharing results 
in deepening credit markets. 


Credit information sharing facilitates objective and 
transparent scrutiny/processing of credit and makes the 
process fast and less expensive. 


Benefits of Access to Credit Information 


Financial Development Report 2014, states, ‘ensuring 
equitable and transparent access to credit information allows 
customers to use their credit histories as reputational 
collateral, strengthens credit market competition, and 
enhances access to finance’. The major benefits of credit 
information for the different stakeholders in the system: 


Consumers — Credit information empowers consumers to 
obtain loan products based on their credit history and 
promote them to maintain credit discipline and repay debts 
timely. Competition in the credit market is enhanced as even 
positive information on borrowers becomes available to 
other lenders thereby benefiting the deserving and better 
borrowers to obtain loans on easier terms and lower interest 
rates. 


Credit Institutions - Information sharing assists in screening 
of borrowers as well as monitoring of credit risks. This 
reduces the cost of intermediation and allows credit 
institutions to effectively price target, and monitor loans. It 
facilitates realistic, transparent and judicious risk-based 
lending. By leveraging information from CICs, lenders can 
obtain a holistic overview of their customer relationships. At 
present, different product offerings of CICs viz. credit 
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information report, credit score, watch lists, alerts and 
triggers, portfolio reviews, are increasingly being used by 
the lenders to improve their portfolio quality, control NPAs 
and increase profitability. These solutions enable risk 
mitigation and optimize performance at every stage of the 
customer lifecycle- acquisition, portfolio management, 
collections and recoveries. 


e Economy - Risk-based pricing environment would improve 
transparency and soundness in the lending process. 
Borrowers with a good credit history will be rewarded for 
their discipline while delinquent borrowers will no longer be 
subsidized by lower-risk consumers. In the aggregate, 
lending is increased, leading to greater economic growth, 
rising productivity and greater financial inclusion. 
Reduction of default rates and average interest rates, 
facilitated by increased credit information sharing, leads to 
increased lending. Research has shown that sharing of credit 
information results in deepening of credit markets. 
Borrowers are incentivised to maintain a good credit record, 
thus leading to a reduction of NPAs, better quality of credit 
portfolio, higher capital adequacy ratios and consequently 
increased lending by credit institutions. 


e Bank supervisors — By accessing credit information from 
CICs, supervisors can assess and monitor the build-up of 
systemic risks more effectively, especially regarding high 
exposure to certain sensitive sectors by highly 
interconnected and systemically important financial 
institutions. 


In the present times, India is plagued by the bad loan 
mess with rogue corporates adding to the woes of the banking 
sector. The retail loans segment or the portion of advances 
directed towards retail borrowers have been relatively protected 
from such a situation mainly due to the timely information 
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provided by the above credit bureaus as an _ institutional 
response to bridge the information deficit in that segment. 


In the Indian experience, the lack of adequate and easy 
access to business loans and its high cost are well-known 
hurdles for the growth of industry. The problem is particularly 
acute in the case of small industries, which are often denied 
timely credit due to the lack of desired credit history. Lending 
institutions often find it hard to service loans of smaller ticket 
size and higher risk. This leads to higher cost being passed on 
to the borrower not only in the form of high-interest rates but 
also excessive paperwork and delays in disbursement of funds. 
The informal credit market also flourishes on this. This can now 
change, with increased use of digital payments leading to much 
greater availability of transactions data. 


However, provisions for arrangements similar to a credit 
registry were made as early as in 1962, in the wake a turmoil in 
the banking sector, when the Reserve Bank of India Act, 1934, 
was amended to add provisions empowering the Reserve Bank 
of India, among other things, to collect credit information, call 
for returns and furnish credit information to banking companies 
(Part IIIA — Sections 45A to 45F of the Reserve Bank of India 
Act, 1934). 


As of now, in India, the entities engaged in the business 
of credit information are known as Credit Information 
Companies (CIC), which are distinct from the credit repository 
and are like credit bureaus as discussed earlier. They maintain 
credit information of borrowers (including individuals, 
corporate, SMEs) which can be accessed by the lending 
institutions. Credit Information Companies Regulation Act 
(CICRA) 2005 provides for regulation of CICs and to facilitate 
efficient distribution of credit and for matters connected 
therewith or incidental thereto. 
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Under Utilisation of Credit Information Reports in 
India 


An important issue, highlighted by the Committee to 
Recommend Data Format for Furnishing of Credit Information 
to Credit Information Companies constituted by RBI, was the 
low usage of credit information by member institutions and 
other specified users. While the usage of credit information 
reports is signalled to have increased over the years, it was 
reported that the usage varied from bank to bank. While some 
of the banks have made it mandatory to take reports before 
sanctioning any loan, other banks obtain reports on selective 
basis. Although some banks felt that cost of obtaining a report 
was one of the considerations, a proposal was mooted that an 
empirical study of some of the banks could be taken to establish 
the benefits accruing out of better screening of loan applicants 
through Credit Information Reports (CIR). 


From the above discussion, it can be concluded that there 
has been an attempt to counter the information asymmetry 
problem in credit disbursal through progressive institutional 
arrangements. However, the effectiveness as a panacea for 
problems in bank lending and as a mechanism to improve 
access to credit depends on the effects on the grassroots level 
such as the branch level and at the individual customer level. In 
this context, it becomes all the more imperative to find the 
extent to which such institutional arrangements have augmented 
the benefits to borrowers and lenders. The present work is a 
humble endeavour to find out how effectively the above- 
discussed institutions work in this direction. 
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Awareness and Utilisation of Credit Information 
among Banks and Customers of Thiruvananthapuram 
City 

A review of the existing literature indicated that there has 
not been any ground-level study on the awareness and impact 
of credit information services in bank lending. This could be 
because the utilisation of credit information services is still at a 
nascent stage in India. However given the importance of 
institutional financial intermediation and access to formal 
means of finance, it was deemed fit to conduct this study. To 
gain an understanding of the role credit scores and reports play 
on bank lending, as also of its effectiveness in helping credit- 
starved sections of the society, detailed interviews were 
conducted with middle-level managers of the identified banks. 
An exhaustive understanding of the factors that these banks 
consider while making a lending decision as also the mandatory 
checks that they generally employ was sought to be obtained. 


Lenders’ Perspective 


On the basis of the review of literature and in the light of 
recent developments in the banking and financial sector, the 
following areas were deeply delved into during the personal 
interviews with the bankers to find out the importance of the 
various factors that affect lending decisions. Each bank was 
seen to have its guidelines regarding lending, but these were 
found to be more or less uniform across banks. The bankers 
thought that they would first look into the source of income, its 
stability, repayment potential of the borrower or collateral and 
the purpose for which credit is sought. As a proxy for these 
variables, they look into the Income Tax returns if any, credit 
history, bank account transactions and reliable third party 
testimonies. In the case of firms/businesses/MSMEs, the 
purpose, location, viability of the project, sustainability, 
financial ratios, expected cash flows, stock in trade, VAT/GST 
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filings etc. are looked into. Thus, the creditworthiness of the 
borrower is examined. 


Role of Credit Scores and Credit Information: All the banks 
surveyed were found to attach paramount importance to credit 
scores provided by different credit bureaus such as CIBIL. The 
bankers were unanimous in their opinion that the first check 
was on whether the applicant has a good credit score. Mostly a 
score of 700 and above was considered acceptable. However, 
the threshold varies from bank to bank depending upon the 
Bank’s standing, location, purpose of borrowing etc. Most 
lenders regarded it as a rejection criterion and _ those 
applications which have a lower credit score, would not pass 
into the next stage of processing. Thus collateral considerations 
and purpose of borrowing are secondary to credit scores and 
credit history. Thus it is clear that credit scores play an 
important role in the lending decision. 


Awareness Regarding Availability of Credit Information 
Report: RBI mandates CICs to provide one full credit 
information report free of cost every year to all customers of 
credit institutions upon request. This is a crucial step in 
furthering awareness regarding the implication of repayment 
defaults on future ability to borrow, by which customers can see 
for themselves, their credit history, and repayments of credit 
card and loans dues and thereby form a healthy culture of 
prompt repayments. It was found that the bankers themselves 
are not aware of the provision. All the bankers approached were 
found to be unaware of this fact which has been in the public 
domain right from March 2014. 


Unsecured Lending: One of the main bottlenecks faced by the 
credit-starved sections of the society is the lack of adequate 
collateral or inadequate credit history. In such cases, the banks 
look for third party testimonies such as opinions from previous 
bankers and financiers (repayment history on other loans and 


153 Banking and Financing 


credit cards), bank account transactions and _ financial 
fundamentals. Private sector players are also found to provide 
limited-time offers for such individuals, but the lending 
decision hinges crucially on the financial discipline of the 
borrowers. Here too, the importance of credit history is 
underscored/established. This shows the importance of credit 
information services in bank lending. 


CIRs as Reputational Collateral: Most public sector lenders 
opined that currently, CIRs are relied on primarily as a rejection 
criterion in the loan disbursal process. However, a good credit 
history or score alone would not suffice and other financial 
fundamentals are the main considerations and the CIR only 
stands as corroborative evidence. Private sector players, on the 
other hand, considered CIRs as reliable reputational collateral 
and were willing to lend to a customer of excellent credit score. 


Pricing of Loans: An important reflection of a good credit 
score is on the pricing of loans. Thus it was enquired if the 
loans were priced based on the risk they posed. The answer was 
in the affirmative in the case of public players, who kept tabs on 
the risk presented by each customer and offered competitive 
interest rates based on their risk profile. Also, banks were seen 
to differentiate among different classes of customers such as 
salaried employees, self-employed, businessmen etc. The other 
variables that go into the pricing decision include repayment 
capacity (borrower’s income, his assets and creditworthiness), 
tenure of the loan, relationship with the bank and age of the 
borrower. However, a private player responded that loans were 
priced at a flat rate which is negated by the bank’s website. 


Credit scores and Loan Pricing: The idea behind credit scores 
is to bridge the information asymmetry between the lender and 
the borrower so that attractive and competitive rates could be 
charged from eligible borrowers. However, the bankers opined 
that there was not much influence of credit scores on interest 
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rates. Rather the impact would be on credit limits, the tenor of 
the loan and so on. 


Credit Information Sharing: The sharing of customer credit 
information across banks is vital to get a better picture of the 
borrower. It was found that all the lenders have been sharing 
credit information to all the four Credit Information Companies 
and CRILC and CERSAI. This is a healthy sign, which would 
also provide an impetus to lending and would also serve to 
deepen credit markets. The bankers feel that credit information 
has helped provide a better picture of the credit history of the 
borrower. However, the current shift in focus cannot be entirely 
attributed to the availability of reliable credit information. The 
shift was necessitated by a portfolio adjustment consequent to 
the NPA shock, to diversify their risk portfolio. The bankers 
also thought that there was not any specific advantage in 
monitoring agricultural loans which fell under the ambit of 
Priority Sector Lending. In a bid to meet such targets, banks are 
reported to lend against Gold as a security. However, the 
possibility of agricultural loans waivers loom large. This not 
only hampers the bank’s loan recovery but also negatively 
affects the individual’s credit history. The credit information 
report would reflect the same and the loan account would be 
shown as “settled” instead of “closed”. This would be a bad 
precedent for the borrower too, in terms of its reflection on 
his/her credit score. 


The public sector lenders were of the view that 
information sharing between the banks and the CICs was 
inadequate, and so is its frequency. More information sharing 
needs to happen among CICs themselves so that better benefits 
would accrue to all stakeholders including the regulator. A 
Private Player opined that Aadhaar based information sharing 
could help volumes in effectively ensuring complete 
information sharing so that the competitive element becomes 
better analysis and presentation. 
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Loan Offers and Their Basis:Pre-approved loans that cater to 
the fixed income, creditworthy individuals are offered by 
Private sector banks - mainly based on their credit history. 
Salaried employees and High Net worth Individuals are the 
ones that receive such offers, as banks view them as a means of 
disbursing safe credit. However, Public Sector banks do not 
offer such loans but focus more on direct loans. Private players 
stated that they base such decisions on the average balance in 
their accounts, transactions made by the potential borrower and 
the bank’s internal credit assessment. They then arrive at a 
certain credit limit up to which they find it safe to lend. Once 
the customer expresses interest, the usual lending procedures 
are initiated. In the wake of rapid digitalisation and Aadhaar 
based processing, the pace of such lending is said to have 
gathered momentum. 


Mechanisms to Gauge the Level of Awareness among 
Customers about Various Services: It was found that banks at 
their middle management level do not conduct periodic surveys 
to measure the level of awareness about the various financial 
products and services offered and its requirements. Such 
spreading of awareness is essential since it would allow the 
customers to align their financial behaviour in line with their 
financial goals. The benefits of such efforts would accrue to the 
credit-starved sections of the society such as daily wage 
labourers, contract-workers, self-employed, petty businesses 
and such sections who have not been brought into the formal 
fold of finance. 


Awareness Levels among Customers on the Importance of 
Credit Scores: The researcher tried to gauge the level of 
awareness among customers first by asking the bankers. Here, 
one finds a striking difference between private and public sector 
bank customers. It was found that the customers of the public 
sector banks were mostly the common public, the salaried class 
and relatively credit-starved sections of the populace and the 
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bankers believe that regarding credit scores, their customers had 
an average awareness level of 4 on a scale of 10. Private sector 
bankers, however, remarked that the awareness level is on a rise 
and put it at around 7 to 8. The reason they attribute to these 
rising levels of awareness is the digital revolution and the 
concomitant access to information. This however necessitated 
first-hand testimony from the customers. 


Influence of Education: Another striking fact is that bankers 
did not view education levels as a crucial variable in 
determining the awareness and use of credit scores as a 
reputational collateral. They opined that it was an individual’s 
experience of credit inquiries that determined such awareness. 
Most often, petty businesses and SMEs who lack adequate 
educational qualification are the ones who were found to be 
more aware and keen to keep track of their credit scores and 
behaviour. This was seen as a good sign as it would mean that 
the mechanism of credit scores is more of an inclusive and non- 
discriminatory one and caters to the common populace. 


Influence of Locality: The bankers were of the view that 
customers from urban areas were more aware and keen on 
understanding and monitoring the credit scores mechanism. 
However, even in this case, it was the experience of credit 
inquiries that mattered more. Except for very remote and rural 
areas, such a drastic difference was not felt. 


Customers Demanding Loans on the Basis of their Credit 
Scores and Credit History: Both Public and private sector 
bankers have had a few instances of customers demanding 
loans on the basis of their excellent credit history and track 
record, which is a result of the awareness of the importance of 
credit scores as a variable in the lending decision. However, 
such instances were only exceptional cases. After all, other 
important variables go into the lending decision other than the 
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credit scores, which are considered as rejection mechanisms, 
currently. 


Other Mechanisms to Monitor Credit Behaviour than the 
Information of CICs: The banks are found to have their 
intemal risk-return calculations. When it comes to firms and 
MSMEs, the most important fact that they take into 
consideration is the cash flow and the financial ratios such as 
Debt Service Coverage Ratio, Interest Coverage Ratio and so 
on. Thus the credit scores form the first and crucial step in a 
lending decision after which, the above calculations and 
considerations are taken into account. 


Impact of Lending to Entities without Adequate Credit 
Histories: The bankers concurred with the view that lending to 
entities by way of government schemes like Micro Units 
Development and Refinance Agency (MUDRA) and other 
credit guarantee schemes has increased. However, the 
repayments of such loans have been showing a very poor 
record. Many consider it as an amount that they are entitled to 
and consider repayments as unnecessary. This has led to a 
deterioration of its quality and it does seem to pose systemic 
risk, as it amounts to lending to sub-prime borrowers with little 
or no credit history or collateral security. Therefore, they opine 
that mandating a specific target to be met under the banner of 
such loans cause poor repayment as also deterioration in loan 
quality. 


Frequency of Credit Information Sharing: Most lenders were 
not sure of the frequency since it was more of a centralised 
process taken care of by higher offices through automated 
systems. However, all believed that it was shared every quarter. 
Many felt that it could be better if it were on a monthly or 
weekly basis. 


Widening the Ambit of CICRA 2005: An important loophole 
in the legislation for CICs is that it does not cover self-help 
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groups (SHGs) like Janasree and Kudumbashree and 
consortium lending. Therefore, a question was posed to find out 
if it was urgent to widen the ambit of the legislation to include 
such entities as well. This could be beneficial both from the 
lender’s and borrower’s perspective. Most of the bankers 
concurred with the need to widen the ambit of CICRA. 
However, some believed that the availability of individual 
information could suffice, as ultimately, the SHG is an entity 
which comprises of its members. 


Communicating the Implications of Default on Credit Score 
to Customers: As seen from the above discussion, number and 
severity of defaults is an important component in determining 
the credit score, the gravity of such defaults on future capacity 
to borrow must be conveyed to customers. All the bankers 
seemed to intimate the defaults, as well as its concomitant 
effects. For Example, repayment 30 days past due would be 
reflected in CIRs. 


Disseminating Information to improve Credit Score: Such 
communication is predominantly made to customers who seek 
help in this regard. They are most often advised to be prompt in 
repayments as also prevent rollover of credit for credit card 
repayments and repayment of such advances. 


Financial Inclusion Drives and their Effectiveness: All the 
lenders had a similar story to tell when it came to the present 
state of zero balance accounts that were opened as part of the 
financial inclusion drive. They believed that more than 90% of 
such accounts remain dormant and such account holders are not 
seen to apply for credit and advances other than under the 
flagship schemes like MUDRA which, thereby does not provide 
any credit history of the individual. The overdraft facilities that 
they use in such accounts are found to be promptly repaid. 


Impact on Credit Starved Sections of the Society: The major 
objective behind a credit information system is to benefit 
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disadvantaged borrower groups such as farmers and small 
businesses with a good credit history, new borrowers with 
limited or no physical collateral, and start-ups which do not 
have a prior credit history. Sharing of positive information 
especially helps access to finance for borrowers who would 
otherwise have been financially excluded. However, the lenders 
were of the view that the objective remains elusive since credit 
history is the main concern and most informal sector employees 
and businesses do not have one. Here, the physical collateral 
and guarantees are known to rule the lending decision, resulting 
in non-fulfillment of the noble objective. Positive information 
utilisation is not being done currently and credit scores are 
looked at as a screening mechanism only. 


Adverse Selection and Moral hazard: Being the two major 
after-effects of information asymmetry, the credit information 
system helps to minimise the former by providing credit scores 
which act as a screening mechanism. However, it has not 
mitigated the possibility of the latter, which involves a change 
of behaviour in the part of the borrower post loan sanction, and 
possibilities of default. There have been instances whereby the 
borrower has defaulted despite initial good credit scores. This 
could be due to unforeseen financial turbulence too. However, 
the checks that the credit score and the implications of default 
pose on future ability to borrow are enlisted to be credible 
threats that prevent the customer from willfully defaulting. 


Credit Off-take: The lenders were of the view that a mere 
good credit score or a lending rate cut would not accelerate 
credit off-take at the ground level, mainly because the purpose 
of availing credit and other macro factors are key variables in a 
decision to borrow. 


Impact of Loan Waivers on Credit Culture: The bankers 
raised a genuine concern that during election years, there was a 
tendency among customers of particular classes of loans such as 
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agricultural and educational loans to anticipate waivers. They 
were strongly against such tendencies which hampered the 
credit culture. Also, they mentioned that such tendencies would 
reflect badly on the customer’s CIR and would adversely affect 
their credit histories. 


Monitoring the Utilisation of Credit: A major issue in case of 
certain loans such as agricultural loans is the use to which the 
funds are put, and there is no foolproof mechanism to address 
this issue. The bankers were of the view that some mechanism 
of its usage should be devised to ensure that credit availed for 
specific purposes are utilized for the same. 


On Remedying Non-Professional Assessments for Start-ups: 
The lenders felt that start-ups and such new borrowers were a 
non-privileged class of borrowers who suffered from a lack of 
credit history and physical collateral. The credit information 
system, they opine, has not yet been able to do much to remedy 
the lack of access to funds. They are of the view that only 
government schemes and priority sector lending have been 
effective in dealing with this issue. But the serious problem 
here is that these avenues are restricted to the targets mandated 
upon them. Also, those who are given funds may not always be 
the most deserving. Currently, it is only the feasibility studies 
that are relied upon to evaluate their standing. 


Possibilities of a CIR Still Unexplored: This was one of the 
key findings of the AdityaPuri Committee constituted by the 
RBI to recommend data format for furnishing credit 
information to CICs. Possibilities such as lower interest rates on 
loans, credit cards and credit limits have not been utilised. In 
the case of public sector banks, the CIRs are used primarily as a 
tool for screening borrowers rather than using the positive 
information conveyed by them to provide attractive and 
competitive financial products to the creditworthy. The 
possibilities of pre-approved loans are also relatively 
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unexplored. One of the private players opined that there was 
vast scope for positive utilisation of credit information, such as 
quicker loan disbursals, competitive pricing and so on. 


Hindrances to Effective Utilisation of Available Credit 
Information Infrastructure and Services: The lenders whom 
the researcher interviewed did not view cost as a hindrance in 
effective utilisation of the available credit information 
infrastructure and services. To their mind, it is the ignorance 
about the possibilities that the current system offers is the most 
significant bottleneck. CICs have been vocal that increased 
usage of CIRs would eventually bring down the cost factor. 


Public Credit Registry: This is one of the key developments in 
the credit information landscape that have taken place recently. 
None of the public sector bankers seemed to be aware of the 
development and when explained, whereof the opinion that it 
would pose significant competition to the existing private 
players. They opined that it could bring about more 
comprehensive credit monitoring. Private players were of the 
view that it would be disadvantageous to the defaulters. None 
of the lenders seemed to have a clear idea of what it would 
entail and implications for the stakeholders. 


It was found that banks attach paramount importance to 
the credit scores provided by the CICs to such an extent that a 
poor credit score could lead to outright rejection of the request 
for credit. This shows the pivotal role played by credit 
information in bank lending. As per RBI mandate, each CIC 
should, on request, provide one Full Credit Information Report 
free of charge every year to individuals. However, it was found 
that none of the bankers interviewed were aware of this 
provision. This point to the fact that the bankers themselves 
need to be made aware of such inclusive and empowering 
policies adopted by the Regulator. This awareness deficit also 
hinders the dissemination of knowledge regarding such 
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provisions to prospective borrowers. As many customers, 
especially those from less tech-savvy sections of the society, 
depend upon the information disseminated by the bankers, the 
awareness deficit on the part of the bank staff is a serious 
lacuna and needs immediate attention and rectification. 


The bankers believed that rather than education or 
locality of the customer, it was his experience in availing loans 
or advances that makes him aware of the importance of credit 
scores and reports. Here the awareness among customers, if 
ranked in a scale of ten, was found to vary between four and 
seven, with private banks opening that at least seven of their 
customers were aware of the impact of credit scores whereas 
this was much lesser in public sector banks. This difference in 
awareness levels could be attributed to the fact that the public 
sector banks remain as the banker to the common man and as 
such have customers who are less financially literate. Much due 
to the lower levels of awareness, there were very few cases 
when customers demanded loans with their credit scores as 
reputational collateral. 


In this context, many bankers commented that lending 
without adequate collateral, as in the case of government 
schemes like the MUDRA Yojana, has resulted in poor 
repayments. This has led to a deterioration of its quality and it 
does seem to pose systemic risk, as it amounts to lending to 
sub-prime borrowers with little or no credit history or collateral 
security. Most public sector lenders opined that currently, CIRs 
are relied on primarily as a rejection criterion in the loan 
disbursal process. However, a good credit history or score alone 
would not suffice and other financial fundamentals are the main 
considerations and the CIR only stands as corroborative 
evidence. Private sector players, on the other hand, considered 
CIRs as reliable reputational collateral and were willing to lend 
to a customer of excellent credit score. As regards the impact of 
credit scores on loan pricing, the bankers opined that higher 
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credit scores did not guarantee competitive interest rates. 
Rather, its impact would be on credit limits, the tenor of the 
loan and so on. 


It was found that all lenders approached have been 
sharing credit information to all the four Credit Information 
Companies and CRILC and CERSAI. This is a healthy sign, 
which would also provide an impetus to lending and would also 
serve to deepen credit markets. An important loophole in the 
legislation for CICs is that it does not cover self-help groups 
(SHGs) like Janasree and Kudumbashree and lending consortia. 
Generally, banks believed that it was urgent to widen the ambit 
of the legislation (CICRA, 2005) to include such entities as well 
so that it could be beneficial both from the lender’s and 
borrower’s perspective. 


The major objective behind a credit information system 
is to benefit disadvantaged borrower groups - such as farmers 
and small businesses with a good credit history, new borrowers 
with limited or no physical collateral, and start-ups which do 
not have a prior credit history. Sharing of positive information 
especially helps access to finance for such borrowers who 
would otherwise have been financially excluded. However, the 
lenders were of the view that the objective remains elusive 
since credit history is the main concern and most informal 
sector employees and businesses do not have one. Here, the 
physical collateral and guarantees are known to rule the lending 
decision, resulting in non-fulfilment of the noble objective. 
Positive information utilisation is not being done currently and 
credit scores are looked at as a screening mechanism only. 


Being the two major after-effects of information 
asymmetry, the credit information system helps to minimise 
adverse selection by providing credit scores which act as a 
screening mechanism. However, it has not mitigated the 
possibility of the latter, which involves a change of behaviour 
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in the part of the borrower post loan sanction, and possibilities 
of default. There have been instances whereby the borrower has 
defaulted despite initial good credit scores. This could be due to 
unforeseen financial turbulence too. However, the checks that 
the credit score and the implications of default pose on future 
ability to borrow are seen to be credible threats that prevent the 
customer from willfully defaulting. 


The public sector lenders were of the view that 
information sharing between the banks and the CICs was 
inadequate, and so is its frequency. A Private player opined that 
Aadhaar based information sharing could help volumes in 
effectively ensuring complete information sharing so that the 
competitive element among the CICs would then be the quality 
of their analysis and presentation. In the case of public sector 
banks, the CIRs are used primarily as a tool for screening 
borrowers rather than using the positive information conveyed 
by them to provide attractive and competitive financial products 
to the creditworthy. The possibilities of pre-approved loans are 
also relatively unexplored. One of the private players opined 
that there was vast scope for positive utilisation of credit 
information, such as quicker loan disbursals, competitive 
pricing and so on. 


Customer Awareness Regarding Credit Information 


In order to gauge the level of awareness regarding credit 
score and its impact among customers who would be equal 
benefactors of the credit information system, a brief semi- 
structured questionnaire was administered keeping in mind the 
paucity of time that the respondents have in answering, since 
most customers are seen to be in haste while visiting a branch. 
Forty customers were administered a semi-structured 
questionnaire, out of whom only the information furnished by 
forty respondents were found to be complete. However, the 
technique of interviewing the branch level customers has 
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helped in obtaining a fairly good cross-section of the population 
using banking services. 


The Age and Gender Wise Distribution of the 
Respondents is an important variable in the case of financial 
literacy, especially with the advent of the digital revolution. 
Gender of the respondents also forms an important part of their 
financial literacy. It can be seen that 37.5% of the respondents 
were male and 62.5% were female. Of this, 15% of the 
individuals were of the 20-30 age group, 22.5% of them were in 
the age group 30-40, and an equal percentage were in the age 
group of 40-50. 32.5% of the respondents were in the age group 
of 50-60 and a mere 7.5% were above the age of 60 years. 


Table 3.1: Age and Gender-Wise Distribution of the 
Respondents 


Gender 

Age and Gender Male | Female Total % 
20-30 0 6 6 15 
Age 30-40 3 6 9 22.5 
Group 40-50 1 8 9 22.5 
50-60 9 4 13 32.5 

60-70 2 1 3 7.5 

Total 15 25 40 


Source: Primary Survey (2018) 

Awareness of Credit Scores and Credit Information 
Reports by Age Group: the relevance, existence and the 
degree of importance that credit scores hold in future capacity 
to borrow, is what is meant here, as awareness. Knowledge of 
the same is sought by means of this variable. It is observed that 
52.5% of the respondents were aware of the credit scores 
mechanism as an important variable in determining the ability 
to borrow. The table also shows that the awareness level is the 
highest among the 40-50 age groups, with around 78% of them 
aware of the credit scores mechanism. Those in the lowest and 
highest age groups show the least percentage of awareness. 
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Table 3.2: Awareness of Credit Scores among Different Age 
Groups 


Age Awareness of credit 
group scores Total | Percentage 
impact No | Yes 
20-30 4 2 6 33.3 
30-40 4 5 9 59.6 
Age |"40-50 | 2 | 7 9 77.8 
Group 
50-60 7 6 13 46.2 
60-70 2 1 3 33.3 
Total 19 21 40 52.5 


Source: Primary Survey (2018) 


Gender and Awareness of Credit Scores: if we look at the 
gender wise distribution of awareness, we find that more 
women aware than men. While less than half of the male 
respondents are aware of the credit scores mechanism, about 
56% of the women are aware of it. 


Table 3.3: Gender and Awareness of Credit Scores 


Genes Awareness of credit scores Total | % 
No Yes 

Male 8 7 15 46.7 

Female 11 14 25 56 

Total 19 21 40 52.5 


Source: Primary Survey (2018) 


Levels of Education and Awareness of Credit Scores: The 
educational background of the respondents was probed into, so 
as to gauge the impact of higher levels of education on credit 
behaviour.All the post-graduates surveyed were aware of the 
credit scores mechanism. However, the lone person who 
possessed a below SSLC education, was aware of the credit 
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scores mechanism. At the same time, at least 50% of the 
respondents who possess qualifications of UG and above are 
aware of it. Thus, we cannot infer strictly that education and 
awareness are positively related. This result needs to be read in 
consonance with the opinions given by the bankers. 


Table 3.4: Education and Awareness of Credit Scores 


Awareness % of 
Education about credit respondents 
Total : 
Level scores aware in 
No Yes each group 
Pelow 13 6 19 31.6 
Degree 
Dear’ 6 15 pal 7A 
and above 
Total 19 21 40 52.5 


Source: Primary Survey (2018) 


Banks in Which They hold their accounts (Public or 
Private): the type of bank with which they associate is also an 
important variable, as awareness comes also from information 
dissemination from the part of the bank.Here, we find that the 
proportion of respondents who were aware of credit scores was 
higher in the case of the private sector banks compared to that 
of the Public Sector Banks. This could be mainly because 
public sector banks remain more inclusive and accessible to the 
common man. Another striking result is that all those who 
possessed accounts in both public and private sector banks were 
aware of this mechanism. 
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Table 3.5 Awareness of Credit score among Public Sector 


and Private Sector Bank Customers 


Bank | Awareness | Total | % of respondents 
of credit from each type of 
scores bank with 
No | Yes awareness 
Pub 15 11 26 42.31 
Pvt 4 4 8 50 
Pub/ 0 6 6 100 
Pvt 
Total 19 21 40 52.5 


Source: Primary Survey (2018) 


Usage of Credit Cards: the possession and usage of credit 
cards can speak volumes of the bank’s outlook of the customer 
and his/her credit worthiness. Credit cards could also be looked 
at as a form of advance and are usually issued to credit worthy 
individuals. As such, it can be found that around 70% of those 
who possessed credit cards were aware of the credit scores, 
while only 21.4% of those who didn’t possess credit cards knew 
about the credit scores mechanism. 


Table 3.6: Awareness of Credit Scores among Those Who 
Possess Credit Cards 


Source: Primary Survey (2018) 


Awareness of % of 

credit scores respondents 

Tot aware of 

No Yes al credit scores 

Cre 11 3 14 21.4 
dit 

card Yes 8 18 26 69.2 
Total 19 21 40 52.5 
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Usage of Overdraft Facilities: overdraft facility, being an 
advance could also be regarded as a reliable measure of the 
bank’s assessment of credit worthiness and repayment potential 
of the customer. It could also stand as a proxy for their financial 
literacy. We can find that 63% of those who availed overdrafts 
were aware of credit scores, while a mere 48% of those who 
have not availed it were aware of the same. This could mean 
that experience of availing advances increases the awareness 
regarding the factors that guide lending. 


Table 3.7: Awareness of Credit Scores among Those Who 
Have Availed Overdrafts 


j Awareness of 3 
Availed credit scores | Total e 
overdraft aware 
No Yes 
xe 15 14 29 48.2 
Yes 4 7 11 63.6 
Total 19 21 a0 242 


Source: Primary Survey (2018) 


Usage of Personal Loan/ Mortgage Loan Facilities: the 
information that a customer had availed a personal/mortgage 
loan is in itself a clear indicator that he had been considered 
creditworthy at some point of time. As is evident from the 
cross tabulation given below, a higher proportion of those who 
availed personal loans were aware of the credit scores and its 
importance. This reaffirms, at least to a certain extent, the 
possibility of experience guiding understanding. 
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Table 3.8 Awareness of Credit Scores among those who 
have Availed Personal Loans. 


Availed Awareness of % 
iicvaliasnt credit scores Tot | availed 
al and 
personal loan No Yes meen 
No 4 4 8 50 
Yes 15 17 32 53.125 
Total 19 21 40 52.5 


Source: Primary Survey (2018) 


Availing Mortgage Loans: One can find that among those who 
availed a mortgage loan, the proportion of awareness is far 
greater, and is at a whopping 64%,while among those who did 
not avail it, the proportion was a dismal 33%. This result, taken 
together with the above two cases, can validate a hypothesis 


that it is experience of borrowing and credit inquiries that act to 
boost awareness. 


Table 3.9 Awareness of Credit Score among those who have 
Availed Mortgage Loans 


Awareness of 
Availed credit scores % availed 
Mortgage Total and aware 
No Yes 
Loans 
No 10 5 15 33.3 
Yes 9 16 25 64 
Total 19 21 40 52.5 


Source: Primary Survey (2018) 


Number of Times Loans and Advances Were Relied on: the 
experience of inquiring and getting loans sanctioned acquaints a 
person with the procedures of lending as also the determination 
of credit worthiness. As such, experience, could lead to better 
awareness regarding credit scores. From the table given below, 
we can find that there is no specific relationship between the 
number of times loans and advances were availed and an 
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awareness of credit scores. The sample does not provide a 
definitive answer in this regard. 


Table 3.10: Awareness of Credit Score and the Number of 
Times Loans/ Advances Were Availed 


No. of Awareness of % of people aware 
Times credit scores out of persons who 
Availed Total | have taken loans a 
Loan No Yes particular number 
of times 
0 2 2 4 50.00 
<3 14 11 25 44.00 
4-6 1 5 6 83.00 
7-9 2 1 3 33.00 
13 0 2 2 100.00 
Total 19 21 40 52.50 


Source: Primary Survey (2018) 


Source of Income: this is an important variable especially 
when it comes to lending. Those with a stable income stand a 
better chance in garnering the requisite funds. Stable Income, it 
can be inferred, is a reliable proxy for repayment potential. As 
is evidenced by the data that it is the salaried class that receive 
more loan offers from different banks. 


Table 3.11Source of Income and Availability of Credit 


Source of income 
Received = 
loan - 4, s a = 
offers Sp g bp ™ >& 
f n o 3 wn ic] — 6 
rom - 3 Py 2 4 se ea| = 
q P Pe | 2 S 
banks ce || oS Bo | BE | ma | 8G ee) 
®/ 2) | SS/BSE| eB) e2/ 6 
ie e--| = AaSBlIASsSs| AB |OB 
No 1 7 5 2 1 7 0 23 
Yes 0 4 0 0 0 12 1 17 
Total 1 11 5 2 1 19 1 40 


Source: Primary Survey (2018) 
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Future Need for Such Loans and Advances: those with needs 
for loans and advances in the future are likely to be more wary 
of their financial management and are likely to stay financially 
disciplined. This could also make them keep track of their 
credit worthiness and financial standing. The respondent’s 
interest for availing credit in the near future was inquired into 
and it is found that around 54% of those with such an 
inclination knew about the importance of credit history. 
However, the other side of the same coin also needs to be 
reflected. Around 46% of those who would want to avail loans 
in the future are not aware of the important role their credit 
behaviour and credit history play in their ability to borrow. This 
lack of awareness cannot be neglect just because it forms a 
relatively smaller proportion. 


Table 3.12: Awareness about Credit Scores among those 
Interested in Availing Loans in the Future. 


Interested | Awareness % of those 

To Avail of credit aware with 

loans _in | scores Total respect to 

future No | Yes necessity for 
future loan 

No 7 7 14 50.0 

Yes 12 14 26 53.8 

Total 19 21 40 52.5 


Source: Primary Survey (2018) 


Credit Inquiries made: credit inquiries could be rejected, 
approved for a lesser amount or could be approved for applied 
amount. The former two cases reveal useful information 
regarding the customer’s credit worthiness. The greater the 
credit inquiries made within a short span of time could also 
mean that the prospective borrower is going through a period of 
financial stress. Thus it is an important signal of the customer’s 
financial condition.If we take a look at the awareness among 
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those whose credit inquiries were either rejected or sanctioned a 
lesser amount, one finds that only 35% of such group knew of 
the importance of their credit history. This need to read along 
with the fact that 65% of those who did not face such 
circumstances were aware of the impact credit scores could 
have on ability to borrow. This gives ample scope for educating 
and creating awareness among the people on its pivotal role so 
that they do not have to opt for other means of finance, which 
could be very costly, primarily due to the information 
asymmetry between the lender and the borrower. 


Table 3.13: Awareness about Credit Scores among those 
whose Credit Requests Were Rejected 


; : Awareness 
Rejected Credit ofcredit ; 
pera bacina anges Total | % 
a Lesser Amount No | Yes 
No 8 15 23 | 65.2 
Yes 11 6 17 35.3 
Total 19 21 40 | 52.5 


Source: Primary Survey (2018) 


Table 3.14: Credit Denied Applicants and Source of Income 


Rejected Source of income 

credit Daily 

inquiries . . ‘ Dail wagest 

/received | | Agri Busi- | Daily aes a Salary/ 
a lesser | income | ness / wages | 1 i ac. part pension 
amount tine 

No 0 6 1 1 0 14 
Yes 1 5 4 1 1 5 
Total 1 11 5 2 1 19 


Source: Primary Survey (2018) 
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Membership in SHGs and Awareness: Being a member in 
SHGs give access to funds which are internally mobilised as 
well as externally availed by the group. This could at times 
obviate the need to approach other financial institutions for 
credit. However, the records maintained by the concerned SHG 
of each of its member could act as an alternative credit history, 
for the banks. Self Help Groups are known for their emphasis 
on prompt repayments. Moreover, access to funds from 
different co-operatives and NBFCs could also create a credit 
history trail about the customer. It can be seen that only 12.5% 
i.e. only 1 out of 7 of the members in the SHGs were aware of 
credit scores, which shows a huge awareness deficit which 
needs to be tackled. This needs immediate attention and calls 
for widening the ambit of the current legislation and inclusion 
of SHGs in the Credit information system so that risks could be 
effectively mitigated and a sense of financial discipline 
cultivated. 


Table 3.15: Awareness of Credit Scores among 
SHG Members 


Awareness of % 
credit scores member 
Total in 
No Yes SHGs 
aware 
No 12 20 32 62.5 
Yes 7 1 8 12.5 
Total 19 21 40 52.5 


Source: Primary Survey (2018) 


Promptness and Awareness: the promptness in repayments 
goes a long way in maintaining and improving the credit scores 
of an individual. Default and the degree of severity of the same 
are important inputs to the credit score. It is seen that, of those 
who were not prompt in repayment of loans, it was only a mere 
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25% who were aware of the importance of credit scores and its 
possible ramifications in a person’s borrowing potential. This 
needs to be augmented so that they are made aware of the 
implications of their credit behaviour. Moreover, it would help 
foster a healthy credit culture. Thus, it can be seen that there is 
a huge scope for improvement in augmenting awareness 
regarding credit histories. 


Table 3.16: Awareness of Credit Scores among 
Prompt Borrowers 


Pp F Awareness 
romptness | of Credit 
in Total 
Repayments Scones 
No Yes Percent 
No 6 2 8 25 
Yes 13 19 31 61 
Total 19 21 40 53 


Source: Primary Survey (2018) 


Awareness Regarding Availability of Free Full Credit 
Report from Credit Information Companies (CICs): The 
recent development, which requires the CICs to provide a free 
full CIR, is a welcome and inclusive step. This helps customers 
keep track of their credit history and behaviour as also take 
steps to improve the same. It is seen that of all those who were 
aware of the importance of credit scores, a mere 14% knew that 
one FFCR_ per year could be had from each CIC. Also, this 
forms a mere 7.5% of the sample respondents. A heightened 
awareness of the availability of FFCR on request would help 
monitor credit behaviour, prevent excessive build-up of debt 
and prevent defaults. This awareness could go a long way in 
fostering a healthy credit culture. 
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Table 3.17: Awareness on Availability of 


Free Full Credit Report 
Free full credit % of those 
Awareness |_ report know who are 
of Credit how Total aware, who 
Scores No Yes are also aware 
of FFCR 
No 19 0 19 0.0 
Yes 18 3 21 14.3 
Total 37 3 40 75 


Source: Primary Survey (2018) 


Awareness Regarding a FFCR among those who have 
Availed Advances and Loans from Banks: It is observed that 
2 out of the 3 who knew of the FFCR had availed overdraft 
facilities. However, a striking finding is that all of those who 
knew about the availability of FFCR are those who have 
availed personal loans. Similar is the case when it comes to 
those who have availed mortgage loans. All those who were 
aware of this development had availed a mortgage loan. This, to 
a certain extent, reaffirms the observation made earlier, that 
experience guides awareness. 


Table 3.18: Awareness on Free Full Credit Report 
among Those Who Availed Overdraft 


Free full 
Reker eeaiie : Total | % 
No Yes 
he 286) ck 28" | a4 
Yes 9 D TT 18 
Total a7 3 40 |75 


Source: Primary Survey (2018) 
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Table 3.19: Awareness on Free Full Credit Report among 
Those Who Availed Personal Loans 


Availed Free full credit 

instalment | report know how 
ersonal Total % 
P No Yes 
loan 

No 8 0 8 0 
Yes 29 3 32 9.3 
Total 37 3 40 7.5 


Source: Primary Survey (2018) 


Table 3.20: Awareness on Free Full Credit Report among 
those who Availed Mortgage Loans 


Availed Free Full Credit 
mortgage | Report Know How | Total | % 
loans No Yes 
No 15 0 15 0 
Yes 22 3 25 12 
Total 37 3 40 | 7.5 


Source: Primary Survey (2018) 


Credit Request rejection by banks but disbursed by Co- 
Operative Banks: Another interesting trend observed was that, 
of those whose credit inquiries were rejected or were sanctioned 
a lesser amount, 65% of such individuals had availed loans 
from co-operatives or SHGs. This could mean that the sub- 
prime borrowers were given access to funds by these 
institutions, thus making it imperative that such groups are also 
included in the credit information sharing system. Thus such a 
situation demands the widening of ambit of the current CICRA, 
2005 for better assessment of risks, as also informed lending. If 
not addressed right away, this lacuna could pose systemic risk 
to the financial system. 
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Table 3.21:Loans Availed from Co-Operatives among the 
Bank-Credit Denied 


Availed 
Rejected Credit | Loans From % 
Inquiries/Received | Cooperatives | Total 
A Lesser Amount Or SHGs 


No Yes 
No 12 11 23. | 47.8 
Yes 6 11 17. | 64.7 
Total 18 22 40 95 


Source: Primary Survey (2018) 


Receipt of Loan offers from Banks: the receipt of loan pre- 
approved loan offers could be seen as a proxy of a customer’s 
credit worthiness as is reflected from his/her credit history. 
Awareness among those who received Loan offers from banks: 
around 77% of those who received loan offers or pre- approved 
loans from banks, knew of the importance that credit scores 
played in bank lending. This also reflects the possibility that 
better awareness helps augment financial discipline and 
consequently, the chances for obtaining loans and advances. 


Table 3.22: Awareness of Credit Scores among those who 
Received Loan Offers from Banks 


Received Awareness of % who 
loan Credit Scores received 
offers Total | loan offers 
from No Yes who were 
banks aware 
No 15 8 23 
Yes 4 13 17 76.47 
Total 19 21 40 


Source: Primary Survey (2018) 
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Prompt Repayment Track Record and Credit Inquiries: 
Another striking finding that can be seen from the table below 
is that more than 95% of those whose inquiries were not 
rejected were prompt. Defaults and its severity is an important 
determinant of credit score, which finally becomes a criterion 
for lending. 


Table3.23: Promptness in Repayments among Credit 
Denied Applicants 


Promptness in % of those 
Rejected Credit | Repayments _| whose ingu- 
Inquiries/Received ne aie ied 
A Lesser Amount | No | Yes | Total J 
who were 
prompt 

No 1 22 23 
Yes 7 10 17 95.65 

Total 8 oe 40 


Source: Primary Survey (2018) 


This shows that prompt repayments matter a lot when it 
comes to credit appraisal based on credit history. For any 
financial institution to function effectively, availability of 
reliable and accurate information is very vital. As such the 
advance information about the creditworthiness of the borrower 
goes a long way in helping a lender take an informed decision 
as also in helping the borrower prove his creditworthiness and 
thereby secure adequate means of finance. 


Findings on Customer Awareness Regarding Credit 
Information Systems 


It was observed that overall, 52.5% of the respondents 
were aware of the credit scores mechanism as an important 
variable in determining the ability to borrow. Proportion of 
respondents found to be aware of the credit scores mechanism 
is found to be the highest among the 40-50 age group, with 
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around 78% of them aware of the credit scores mechanism. 
Those in the lowest and highest age groups show the least 
percentage of awareness. While less than half of the male 
respondents are aware of the credit scores mechanism, about 
56% of the women are aware of it. 


It was found that all of the post-graduates in the sample, 
are aware of the credit scores mechanism. However, the lone 
person who possessed a below SSLC education was aware of 
the credit scores mechanism. At the same time, at least 50% of 
the respondents who possess qualifications of UG and above 
are aware of it. Thus, we cannot infer strictly that education and 
awareness are positively related. This result needs to be read 
along with the opinions given by the bankers. The proportion of 
customers who were aware of credit scores was higher in the 
case of the private sector banks compared to that of the Public 
Sector Banks. This could be mainly because public sector banks 
remain more inclusive and accessible to the common man. 
Another striking result is that all those who possessed accounts 
in both public and private sector banks were aware of this 
mechanism. Another finding is that 70% of those who 
possessed credit cards were aware of credit scores, while only 
21.4% of those who didn’t possess credit cards knew about the 
credit scores mechanism. 


Also, 63% of those who availed overdrafts were aware of 
credit scores, while a mere 48% of those who have not availed 
it were aware of the same. This could mean that the experience 
of availing advances increases awareness regarding the factors 
that guide lending. A higher proportion of those who availed 
personal loans were aware of the credit scores and its 
importance. This reaffirms, at least to a certain extent, the 
possibility of experience guiding understanding. Among those 
who availed a mortgage loan, the proportion of persons aware is 
far greater at a whopping 64%, while among those who did not 
avail it, the proportion was a dismal 33%. Stable Income, it can 
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be inferred, is a reliable proxy for repayment potential as is 
evidenced by the data that more of the salaried class receive 
loan offers from different banks. 


Almost half of those who would want to avail loans in 
the future are not aware of the important role their credit 
behaviour and credit history play in their ability to borrow. This 
lack of awareness cannot be neglected just because it forms a 
relatively smaller proportion. 


Also, among those whose credit inquiries were either 
rejected or were sanctioned a lesser amount, one finds that only 
35% of such group knew of the importance of their credit 
history. This needs to be read along with the fact that 65% of 
those who did not face such circumstances, were aware of the 
impact credit scores could have on their ability to borrow. This 
gives ample scope for educating and creating awareness among 
the people on its pivotal role so that they do not have to opt for 
informal means of finance, which could be very costly, 
primarily due to the information asymmetry between the lender 
and the borrower. It can be seen that only 12.5% i.e. only 1 out 
of 7 of the members in the SHGs were aware of credit scores, 
which shows a huge awareness deficit which needs to be 
addressed. This calls for widening the ambit of the current 
legislation and inclusion of SHGs in the Credit information 
system so that risks could be effectively mitigated and a sense 
of financial discipline cultivated. 


It is seen that, of those who were not prompt in 
repayment of loans, it was only a mere 25% who were aware of 
the importance of credit scores and its possible ramifications in 
a person’s borrowing potential. Of all those who were aware of 
the importance of credit scores, a mere 14% knew that one 
FFCR per year could be had from each CIC. Also, this forms a 
mere 7.5% of the sample respondents. It can be found that 77% 
of those who received loan offers or pre-approved loans from 
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banks knew of the importance that credit scores played in bank 
lending. This also reflects the possibility that better awareness 
helps augment financial discipline and consequently, the 
chances for obtaining loans and advances. Also, more than 95% 
of those whose credit inquiries were not rejected were found 
prompt. 


Conclusion 


This study was an attempt to fill the research gap in 
understanding the role of credit information services provided 
by these institutions in bank lending decisions, by probing into 
the impact of such information on lending and also on access to 
credit for the most credit-starved sections of the society- such 
as Micro Small and Medium Enterprises, Self Help Groups, and 
individuals. The classification of customers with a definite 
proportion in each group such as individuals, proprietors, 
entrepreneurs, MSMEs etc. could not be attained due to the 
time constraint and search costs involved in surveying. Further 
research could be carried out on a larger sample of respondents 
especially with respect to diversity in the sections of customers 
surveyed. 


The study found that the current credit information 
system has not yet been leveraged to its full potential. There 
exists serious financial under penetration, which can, at least to 
a certain extent be addressed if the credit information is utilised 
to the full extent. It was observed that the impact credit 
information has on credit- appraisal and bank- lending is 
extremely high. However, as regards the awareness about the 
credit scores and reports, there exists considerable asymmetry 
among the customers. This can be attributed to the fact that it is 
their experience in availing credit that determines their 
awareness about the importance of a good credit history, rather 
than education, gender or source of income. The credit starved 
sections of the society have not been able to reap the benefits of 
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such initiatives mainly because of the inadequacy of awareness 
and non-professional use of positive credit information. The 
potential of credit information in changing the fortunes of the 
masses is found to be untapped. In the light of the observations 
made, possible improvements to the existing usage of credit 
information and the credit information system per se are 
suggested. The study has also revealed the power of institutions 
in general and financial institutions in particular in rewriting the 
course of development of a country. 


The World Bank Doing Business Project shows that the 
depth of India’s credit information index is fairly high (India 
scores seven in a scale which ranges from zero to eight), and 
the private credit bureau coverage stands at 43.5% as against a 
world average of 30.8%. In this context, it is only fitting that we 
continue to improve the credit information mechanism as also 
improve its use in credit appraisal so that its spread increases to 
the benefit of the larger public. The study has brought to light 
that the awareness levels of the general public need to be 
increased. As the public becomes more and more aware of the 
advantages of having a very good credit score — like better- 
negotiating power, faster approval of credit and higher credit 
limits, the general financial discipline will improve and the 
banks would feel more confident to lend to such borrowers. 
This would, in turn, have a multiplier effect on economic 
activity. 


Suggestions for Improving the Existing Framework 


An understanding of the current level of awareness 
regarding the importance of credit information and its impact 
on bank lending was gained from the interviews conducted. In 
the light of the understanding gained, it is suggested that the 
frequency of credit information sharing between banks and 
credit information companies be increased. It is currently 
understood to take place every quarter. It could be made at 
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monthly or weekly intervals and could be made on a real-time 
basis, gradually. This could lead to the deepening of credit 
markets. It would also facilitate objective and transparent 
scrutiny/processing of credit and makes the process fast and 
less expensive. Also, the ambit of the legislation to include Self 
Help Groups and such co-operatives so that access to credit 
increases at the grassroots levels. The initiative in this regard 
needs to come from banks, which can provide data of individual 
members within these groups to CICs. Customers need to be 
made aware of the provision for availing one full Credit Report 
free of cost per year from all CICs. Also, the procedure to 
obtain these reports needs to be simplified so that any 
customers would find it easy to access the same. Even in the 
informal economy, ensuring that payment of salaries and wages 
are made through direct credit to their respective accounts, 
could go a long way in furthering access to credit as 
transactions and credit behaviour can be effectively monitored, 
and can act as reputational collateral. 


Currently, information is spread across multiple systems 
in bits and pieces and not in one window. Data on borrowings 
from banks, non-banking financial companies, corporate bonds 
or debentures and external commercial borrowings, among 
others, are not available in one data repository. A Public Credit 
Registry (PCR) can help capture all relevant information about 
a borrower, across different borrowing products. It can flag 
early warnings on asset quality by tracking performance on 
other credits. This could help increase the credit availability to 
MSMEs along with deepening of financial markets, which will, 
in turn, support the policy of financial inclusion. The initiatives 
taken by the Banking Regulator deserve to be lauded and need 
to be taken forward. But, at the same time, the privacy of 
personal information needs to be ensured. 
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It is to be ensured that the positive credit information of 
an entity is rewarded by competitive and attractive pricing of 
loans, rather than using it just as a screening tool in the lending 
decision. Also, other individual-level data relating to tax 
statements, other personal financial information, utility 
payment records/telecom data, cheque bouncing, bankruptcies 
and court judgements could be mooted. The vast amounts of 
data generated by theGoods and Services Tax Network 
(GSTN) could be leveraged and can be included in the CIRs. 


The awareness regarding credit scores would help 
individuals keep a tab on their credit behaviour and financial 
discipline. This would help credit-starved sections access funds 
by way of modern and emerging means of finance such as Peer 
to Peer Lending. Popular media must be used to spread 
awareness among the public regarding the importance of credit 
history and responsible credit behaviour. 
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Indigenous Financial Technologies in the 
Social Economy of Kerala: A Study Based on 
Community Economies Approach 


Christabell P J 


The world-renowned heterodox economist J.K. Gibson- 
Graham have provided significant contributions to the 
understanding of community economies and _ economic 
geography. They generated narratives, models, and projects of 
non-capitalist and alternative capitalist development. While 
defining the social economy, otherwise known as the Third 
Sector, Gibson-Graham (2008) insisted that it is made up of 
cooperatives, mutual societies, voluntary organizations, 
foundations, social enterprises, and many non-profits that put 
social objectives above business objectives. Their work focuses 
on moving beyond a "capitalocentric" viewpoint and recognizes 
the wide range of economic institutions that co-exist within a 
given social formation. 


Kerala, the southernmost state of India, has a long legacy 
of cooperatives from the 1800s in British Raj to modern-day 
India. Chit funds in various types are the indigenous ROSCAs 
which were widely prevalent in all the cultural settings of the 
society, which in turn cutting across caste, religion, economic 
class and gender, thus penetrated deeply into the minds of the 
people. Therefore the social economy of Kerala is vibrant with 
these indigenous financial technologies from time immemorial. 
Two of the well-known examples are credit unions among 
fisherfolk as well as the agricultural population in Thiruvana- 
nthapuram district and 'Kurikalyanam,' also known as 
'Panapayattu' in Kozhikode district. 
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Credit unions were the informal arrangement run by 
church-based development institutions in Kerala as early in the 
twentieth century. A credit union organised the poor into large 
groups of 150 to 200 members and pooled their small savings 
for common benefit. The fundamental objective is to help the 
poor meet their emergent needs and to come out of the clutches 
of money lenders. Though it is run in different locales, it is still 
popular among the farmers and petty businesses whose income 
is highly volatile due to the weather conditions and other 
vagaries of nature. In erstwhile Malabar, the northern part of 
present-day Kerala has its ways of resource management 
systems when a need in the community arises. The peculiar 
system is popularly known as kurikalyanam or panapayattu, 
still prevalent in places like Vadakara, Vanimel, Kuttiyadi, etc. 
Suppose, for one of the members in the community, a wedding 
is to be conducted for his daughter or sister. The day before the 
wedding, a tea party (hence also known as chayakuri — 'chaya' 
means tea and ‘kuri' rotating credit) is arranged. 


In the macroeconomic scenario of any nation, finance - 
both savings and credit - is considered as the oil which 
lubricates the wheels of development. However, in the 
microeconomic sense, i.e., at the household level, finance plays 
a dominant role in determining the standard of living and 
economic activities of this basic decision-making unit of any 
economy. Nevertheless, the demand for finance is wide and 
varied among the different strata of society, and its connotation 
is different both for the poor and the rich. Henceforth, diverse 
types of financial technologies are needed for catering to the 
specific needs of the different strata of society. A financial 
product suitable for the rich might not be entirely acceptable to 
a person belonging to the middle class, and the same may not 
be apt for a poor person. Alternatively, persons hailing from a 
rich, middle, or lower economic class may need different kinds 
of finance at different times of his life, the quantum of money, 
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and the repayment mode with which he is comfortable would 
be different. Above all, the credit needs of women and men 
vary drastically in the sense that while women prefer short and 
small loans, men yearn for a higher amount. Women desire to 
save along with availing credit as insurance to the future, and 
the purpose of availing advances too is different between males 
and females. Hence tailor-made financial products are either 
designed or evolved in all cultural milieu anywhere in the world 
at various levels of development to target the several economic 
strata, needs of gender, and level of convenience. It is in this 
broad backdrop that the diverse economies are found to play a 
significant role in catering to the varied requirements of this 
population. Its presence, as well as its capriciousness, is to be 
appropriately acknowledged and documented. 


The review of literature points to the fact that the 
financial technologies existing in different parts of the world 
were introduced, refined, and developed according to the local 
needs and customs. But it is a fact that there is a lack of 
literature based on the Indian context, especially from the point 
of view of the social economy of the state of Kerala. Many of 
the financial technologies still exist by bypassing the pressure 
from the formal financial system and also due to the 
modernization of the economies even in the developing parts of 
the world. Hence an attempt is made to fill the gap in the 
literature of social economy as well as to document the 
underreported importance of indigenous financial technologies 
in India. 


Objectives 


1. To trace out the existence and importance of indigenous 
financial technologies in the social economy in Kerala. 


2. To understand the nuances of the indigenous financial 
technoling prevailing in Kerala 
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3. To assess the level of sustainability embedded in these 
financial technologies in Kerala. 


Methodology 


While focusing on the basic concepts and principles of 
alternative economics, it can be understood that it is a new 
doctrine of economic thought centered on human communities 
and their natural environments. The current study uses the 
community economies approach, which in turn would mean 
"taking back the economy,” widely used to assess and to 
identify the limitations and possibilities for appropriating 
toward alternative ends in business and community studies. 
Community economies research helps people to understand the 
contributions they make to an economy via diverse economic 
practices that are not often recognized, documented, or even 
valued. It recasts the economy as a site where democratic 
deliberations and collective actions take place in formal and 
informal settings, involving market and non-market exchanges 
and various forms of labour, enterprise, and placemaking 
activities. 


The study uses both secondary and primary data. Apart 
from the secondary sources in government reports, reports of 
the NGOs, other media sources were used widely. The in-depth 
structured interviews were conducted with experts and 
practitioners at the grassroots level, operators/organizers of 
‘panapayattu/kurikalyanam,' and the credit unions. A total of 
247 samples were taken to understand the real functioning of 
these technologies and to elicit the issues attached to it. From 
each of the credit unions, fifteen members were selected for 
conducting a sample survey. On the other hand, in the case of 
kurikalyanam, ten clusters were selected. From each cluster, ten 
members were randomly selected for executing the pre-tested 
interview schedule. 
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In the study, the community economies approach is used 
to bring out the shades of the Third Sector that exist in the 
indigenous financial technologies in India. As the whole 
concept of ROSCAs falls far away from the formal financial 
system of state and that of the private sector, it has to be 
approached from an alternative pathway. The study naturally 
does not fall under the traditional economic theoretical 
framework or cannot be seen from the point of view of 
quantitative ways of data analysis. 


Existence and importance of indigenous financial 
technologies in the social economy in Kerala 


Informal and small-scale lending arrangements have long 
been in existence in many parts of the world, especially in rural 
areas. They provide the rural population access to loans within 
their localities and cushion against the vagaries of economic 
fluctuations; they also foster a cooperative and community 
feeling among the rural people. The groups formed among the 
local people provide a joint guarantee to the repayment of loans 
and serve as instruments for spreading information useful for 
their economic and social progress. 


Credit Unions: Informal Arrangements Among Needy 


Franz Hermann Schulze-Delitzsch, the German politician 
and economist, was accredited with laying the foundations of 
the moderm-day credit unions. Way back in 1852, he 
experimented with the concept of bringing together people in 
Eilenburg and Delitzsch around credit, and it was considered to 
be the world's first urban credit union. Following the example 
of Schulze-Delitzsch, in 1864,Friedrich Wilhelm Raiffeisen 
initiated the credit unions in the rural areas of Heddesdorf, 
which is part of present-day Germany. By the end of the 
nineteenth century, the fame of these credit unions spread 
across Europe, and countries like Italy, France, the Netherlands, 
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England, Austria, etc. adopted the same with modifications to 
their situations. 


Credit unions in developing countries tend to serve low- 
income and lower-middle-income segments of the population. 
The low-income market niche of credit unions is a result of two 
different factors. First, many credit unions were established by 
socially-oriented missionary and other groups that had been 
working with the low-income membership base. Second, credit 
unions provide a basic set of services that low-income members 
find valuable because they do not have access to these services 
through existing formal sector alternatives. But these services 
are not attractive to a more affluent clientele. Credit unions in 
the developing countries are single-purpose cooperatives that 
specialize in providing financial services to their members. 
Savings and relatively short-term installment credit are the two 
principal financial services offered by credit unions (Besley and 
Ghatak 2017). 


Credit unions are cooperative financial institutions that 
began operating in developing countries in the 1950s (Magil 
1994), especially in Africa and Latin America. In India also, 
credit unions were introduced during the same period. But due 
to many reasons, the spread and extent were not so fast in the 
country. In the state of Kerala, various church organizations and 
some of the NGOs were seriously initiating and facilitating the 
idea of credit unions among the needy population of the 
country. 


Even though many NGOs and other church organizations 
experimented with the financial methodology of credit unions, 
the Trivandrum Social Service Society is taken as a case study 
to understand how this is being accomplished in the local areas 
of the district. The Trivandrum Social Service Society (TSSS) 
is a non-Governmental Organisation registered under the 
Travancore Cochin Literary Scientific and Charitable Societies 
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Registration Act of 1955. It is the social action wing of Latin 
Catholic Diocese of Trivandrum established on 7" June 1960 
(TSSS 1996). This is the first-ever non-governmental 
organization (NGO) set up under any of the churches in India. 
The vision of the organization is "Creation of a Just Society" 
based on love, peace truth, and justice, and that of the mission 
is the empowerment of marginalized communities towards the 
sustainable and participatory development process. 


The various reports of the TSSS repeatedly state that the 
majority of the people in the diocese are fishermen and 
agricultural labourers who live from hand to mouth existence. 
These poor people depend upon pawnbrokers and money 
lenders to meet unforeseen and indispensable expenses giving 
them a hefty rate of interest. To promote the thrift mentality 
among these people, the Society has introduced a scheme of the 
credit union. Credit unions grant credit to the neediest among 
the members; to promote suitable economic activity, income 
generation schemes for eliminating poverty. TSSS provided 
loans with low rates of interest and trained the members in 
business methods, self-rule, and the value of co-operation. 


In the first phase during 1991-92, 50 credit units were 
started in 50 parishes (villages) and enrolled about 12000 
members (TSSS 1992). In the second phase, by 1992-93, the 
scheme was extended to all other parishes in the diocese. There 
were 115 credit unions with a total membership of about 45000. 
These units have collected about Rs 52 lakhs, and the Society 
has expended an amount of Rs 175149 for organizing and 
strengthening credit unions. The Thiruvananthapuram Diocese 
was bifurcated, and some of the foranes are joined together to 
form Neyyattinkara Diocese in 1996. Hence the number of 
credit unions served by the TSSS declined. By the period 1997- 
98, 60 credit union units are functioning under TSSS with the 
strength of 24157 members under eight foranes with a closing 
balance of Rs 80515.45 (TSSS 1997). The credit union 


Edited by: Siddik Rabiyath, Abdul Salim. A 194 


movement, which made massive success among the fishers and 
the local people, had started hearing the death knell by the late 
1990s with the advent of microfinance institutions under 
various promoting agencies. 


Even though the celebrated model of credit unions 
encountered with a natural death in due course as other 
financial arrangements such as microfinancing has sprung up. 
Yet it is interesting to note that even if credit unions in Kerala 
made a silent transition towards the more recent financial 
uprising of the microfinance movement, it survived in some 
parts of Thiruvananthapuram district under the aegis of 
Neyyattinkara Integral Development Society (NIDS), which 
successfully runs the credit unions among the downtrodden 
sections of the Society to date. NIDS is the official social 
service organization of the Latin Catholic Diocese of 
Neyyattinkara established in 1998 with a vision of "Creation of 
a just society based on Human Values." The operational area of 
NIDS includes Perumkadavila, Athiyannoor, Nemom, 
Parassala, Vellanad, Nedumangad, and Vamanapuram Blocks 
in the Taluks of Neyyattinkara and Nedumangad in the District 
of Trivandrum. Later credit unions are confined to the 
agricultural areas of the Thiruvananthapuram district 
(Neyyattinkara, Nedumangad and Kattakada Taluk). They are 
still catering to the thrift and credit needs of the poor people 
quietly and informally. The collection agents, promoters and 
the voluntary internal auditing committee of the local Catholic 
Church keep good care of the money they raise from the public. 
Even though the credit unions initiated under NIDS work with a 
low clientele base, the efficiency built in the system helps it to 
go forward. The community feeling and the social commitment 
generated by the voluntary activists behind it help the 
institution to go ahead confidently. 


195 Banking and Financing 


Panapayattu/Kurikalyanam: A Community-Based 
Resource Management System 


‘Panapayattu'/kurikalyanam is an indigenous financial 
technology existing in some regions of north Kerala. This 
indigenous ROSCA works on the following lines. Suppose, for 
one of the members in the community, a wedding is to be 
conducted for his daughter or sister. The day before the 
wedding, a tea party (hence also known as chayakuri — 'chaya' 
means tea and ‘kuri' rotating credit) is arranged. Almost all the 
people in the community or village would be invited with a 
printed invitation citing the purpose of conducting the same. 
Those who receive the formal invitation made in the simple 
card in which the need of the occasion, venue and date are 
indicated in brief, would attend the party usually arranged in the 
organizer's house or a school building or a community hall 
whichever is found to be convenient (Ramzan 2008). 


The number of invitees may range from 700 to 1000, 
cutting across caste, community, religion, social background, 
occupational status, and economic class. Each member of the 
community has a feeling that he gets support from his locality 
when he needs a lumpsum amount. He also feels that whenever 
he is in need, it is not an initial act to avail help from his 
community. It is highly natural, organic, innocent and 
customary. The person is in one sense borrowing from his 
neighbourhood, but it is not based on usury or any compulsion 
to repay within a stipulated time. The whole arrangement is 
based on humanitarian considerations. It is also based on the 
principle that all human beings are vulnerable and susceptible 
to needs in their lifetime and the community has a role to play 
when fellow human beings are in dire need. 


The practice of rotating credit prevails under 
panapayattu in the following manner. The invitees must 
contribute exactly the double amount organizer contributed to 
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the person extending invitation on the last occasion when the 
party was organized. For example, if the organiser had given 
you (present invitee) Rs 100 on the previous event, next time 
you (invitee) are supposed to provide Rs 200 to the organizer. 
The logic behind it is that you have borrowed Rs 100 last time 
from the present organizer, by giving back Rs 200 you are 
paying the debt without any interest and also lending him an 
additional Rs 100 for meeting the expenses for his present 
function. All the transactions are recorded meticulously and are 
transparent among the community members. Hence, the 
person/organizer will have a rough estimate of how much 
would be collected at the day of the tea party and now he can 
make arrangements suitably. If an invitee is unable to turn up 
and if he has received the money in any of the earlier rounds, he 
has to send the money through his emissary. If a previous 
recipient expired, the family, usually one of the sons, must 
come forward to payback what the father owes had received. 


Each member in the community has a feeling that he gets 
support from his locality when he needs a lumpsum money. He 
also feels that whenever he is in need, it is not a below dignity 
to avail help from his community. It is highly natural, organic, 
innocent and customary. The person is in one sense borrowing 
from his neighbourhood, but it is not based on usury or any 
compulsion to repay within a stipulated time. The whole 
arrangement is based on humanitarian considerations. It is also 
based on the principle that all human beings are vulnerable and 
susceptible to needs in their lifetime and the community has a 
role to play when the fellow human beings are in dire need. 


The repayment period is not fixed rigidly, which helps 
the organizer get a breathing time for repaying the money. The 
amount to be repaid is too small and it is convenient for the 
recipient to repay and in most of the case within a period of two 
or three years. As there is no time limit involved in it, the 
pressure to repay is minimal. Various rounds will go on as a 
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social custom. Usually, one organizer would conduct the next 
tea party in three to five years; by that time, he would be able to 
repay his dues to his fellow beings. 


If a person wants to sign off from the rounds (for 
example, he is going for pilgrimage in hajj, in which he must 
close all obligations with his community), he has to give back 
whatever money the invitees have given him in the earlier 
rounds. It is a gentlemanly way of saying that I am not 
interested in continuing in the following rounds. There is no 
quarrel, no social disruption, no throwing away from the group. 
The withdrawal from the system is made silently and it is 
accepted by the Society. 


Various types of Indigenous financial technologies did 
exist and still are living in the developing countries of the 
world. It indeed helped the poor and the needy in its way to 
fulfill their felt needs of day to day activities. Usually, the 
poor, excluded, and marginalized in the world are obviously 
outside the ambit of financial institutions and support systems. 
Naturally, they evolved social support systems to tide over the 
difficulties of both haves and have-nots. The credit unions and 
kurikalyanam are deeply rooted in the minds of the people of 
the state. Rich and poor alike benefitted out of the chit fund at 
least once in a lifetime. This indigenous financial technology 
has no specific interest as such, but the cost of the funds is 
incorporated in the whole functioning of the activities. It indeed 
opens savings cum investment avenues to all those belonging to 
all strata of the society. The insurance component is also well 
recognized in the chit funds. The small and unsecured 
considered this as insurance to their life. Hence the people who 
are in need, become loyal members of the chit funds for 
generations. Earlier in the local setting of Kerala, chit funds in 
various forms were available, and so people used to depend on 
it and carefully pushed it ahead. Now with variants of loans and 
according to their terms, no need for considering these informal 
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sectors. The general neglect from most of the population, along 
with the regulatory regimes, slowly sets terms to the industry in 
the modern era. 


Indigenous Financial Technologies in Kerala: A Read- 
through of Ground Realities 


An interview schedule was designed and the same was 
executed among the members of the two indigenous financial 
arrangements existing in Kerala. As one of the objectives of the 
study is to assess the level of sustainability of these financial 
technologies in Kerala, the present section makes an attempt to 
go through the factors behind the sustainability of these 
institutions in detail. In addition to the in-depth interviews 
conducted with the experts in the field, data were collected 
from ten different credit unions (CU) established under NIDS. 
The details on how the credit unions work in the present-day 
context, such as the nature of participation, financial technology 
adopted by different credit unions, reasons of sustainability, etc. 
were elicited from the promoters and collection agents of the 
credit unions thus sampled. 


From the district of Thiruvananthapuram, a total of 
fivepanchayats-Chenkal, Karode, Kulathoor, Poovar and 
Thirupuram - were selected in which credit unions are still 
functioning among the local people. A total of 154 members of 
credit unions are surveyed in order to elicit the information. As 
credit unions are not wholly informal in nature and functioning 
under the control of the local churches, 15 members each from 
10 credit unions are selected for conducting the survey. As 
Panapayattu (PP) is a fully community-supported and 
community-centered resource management system that exists in 
the social setting of Kerala, the content of informality is very 
high. In many places in rural Kozhikode, it was flourished 
during the 1990s, but slowly it got abandoned, declined, or 
became ineffective. Still, in some panchayats of Kozhikode, it 
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exists among the people who believe in the system and who 
found it more convenient to keep it forward. After a long and 
difficult search, a handful of people could be seen from the 
district of Kozhikode in the panchayats of Balussery, 
Kavilumpara, Changaroth, Maruthonkara, Naduvannoor, 
Ulliyeri and Vanimal. 


Social and Demographic Profile of KK/CU Members 


Since the two financial technologies are functioning as 
local arrangementsamong the common people, it is warranted to 
look into the profile of those engaged in these institutions. In 
addition to that, other demographic variables such as gender, 
age, and marital status are also scrutinized to understand the 
silhouette of those engaged in these institutions. Kerala is a 
state renowned for female empowerment and mass female 
participation in arrangements like Kudumbashree. Millions of 
women take part in these arrangements of self-help and indeed 
they are benefitted from it. But it is to be noted that 
participation in many social institutions is still determined by 
the gender of a person. Females are still not allowed to 
participate in some of the social arrangements existing in the 
modern world. Kerala is not an exemption to it. 


Of the total sample, 43 percent are females and the rest 
constitute the males. As the study is based on the social 
arrangements existing in the social economy of Kerala, a due 
representation of women in the study is ensured while the 
sample is selected. While one goes into the celebrated model of 
Panapayattu, the participation of women is not allowed in it. It 
is exclusively an affair run by the males. Culturally, the senior 
male in the household is considered to be the unchallenged 
leader in traditional society. They take all major decisions — 
house construction, finding marriage alliances and fixing it, 
arranging other social events in the house including noolukettu, 
sunnath and thirandukalyanam, etc. - on behalf of all the other 
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members in the family. Obviously, finding the funds needed for 
conducting these functions is to be vested in the shoulders of 
the senior male member. As he is taking part in the panapayattu 
activity, actually, it is the household that is responsible for 
giving back the money when the payattu is conducted in the 
next person's house. 


Alternatively, it can be observed that the participation of 
females in credit unions is on the high side. In many of the 
credit unions, the membership of females exceeds 70 percent. 
The major reason, in this case, is that the money one can get 
from the CUs is not more than Rs. 50,000.This is a disincentive 
for a male who does business or in need of any other significant 
amount. He would like to approach credit unions for a loan. 
Another attraction of CUs is that they provide savings services 
to those women who are more interested. They would like to 
save a small amount for the needs which they expect in the 
future. And also, it is considered as their eligibility condition to 
avail loans with CUs. 


Religion is important social identity of a person who 
dwells in India. It determines the social standing of a person in 
the Indian society. Of the total members, 50 percent belong to 
the Christian community and 41 percent belong to the Hindu 
community (Table 4.4). A small percent of 8.5 belong to the 
Muslim community. After a profound inquiry into the 
representation of people who belong to the different religions, it 
is found that 81 percent of the sampled members are Christians, 
while another 18.8 percent are found to be belonging to the 
Hindu religion. Though the Muslim population is also a part of 
credit unions in reality, unfortunately, their representation does 
not appear in the sample. On the other hand, when one probes 
into the composition of people belonging to the panapayattu, 77 
percent constitutes Hindus and the rest Muslims. 
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A social category is yet another determining factor of a 
person in participation in the social organisations of society. In 
the present case, as the two shades of financial technologies 
under consideration are meant for the ordinary people, those 
from the lowest rung take place in it. As expected, the 
predominance of other backward classes (OBC) could be 
observed in the sample. A meager representation of four 
percent is seen in the case of Scheduled Caste (SC) and other 
economically backward classes in the sample. The 
representation of the general population is as low as 6.5 
percent. While going through the composition of the social 
category of the two different financial technologies, OBC 
dominates in both. Though the presence of the general 
population could be observed, it is not substantial. Even though 
a 12 percent of the sampled population in panapayattu belong to 
the general population, its representation in the credit union is 
as low as three percent. This evidence points to the fact that 
both the financial arrangements are organisations of the masses 
rather than the elites. 


The financial arrangements are meant for the poor people 
cutting across gender, religion and age. In order to grasp the 
reasons for the representation of that group in these social 
organizations, it is important to have the age composition of the 
sample. For panapayattu, the minimum age is found to be 29 
and for credit unions, it is 19. The maximum age is 78 and 83 
for panapayattu and credit unions, respectively (Table 5.1). The 
range of age is higher (53) for the credit unions with a lower 
median age of 46. On the other hand, the mean age is 53.35 for 
panapayattu and 46.69 for the credit unions and the standard 
deviation is higher for the credit union. While the median age 
of women is found to be 45, the male members have a higher 
median age. 
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Table 4. 1 Age of Members in the PP/CU 


Particulars | Min | Max Range | Median | Mean SD 
Type 

Panapayattu | 29 78 49 53 53.35 | 10.661 
sain 19 83 64 46 | 46.69 | 12.428 
Unions 

Total 19 83 64 49 49.20 | 12.208 

Gender 

Male 22 83 61 50 50.69 | 14.897 
Female 19 71 52 45 44.89 | 10.730 
Total 19 83 64 46 46.69 | 12.428 


Source: Computed from Survey Data, 2020 


From the results, one can infer that both males and 
females bear the most of the burden in the late middle age. 
Those who need money to run their family and businesses 
naturally become members of these institutions. They have to 
marry off their girl children, on struct a new house or to 
renovate their existing homes. Several other major social events 
are also to be taken care of. These financial technologies are 
excellent avenues for those who, in their prime age, participate 
and make use of it. Once they reach the age of 60 years, most of 
their significant responsibilities are over and they slowly recede 
from the active economic life. The employment opportunities 
dwindle, health declines and the acceptability as an economic 
man and bread winner cease to exist. 


As the female participation is very high in the credit 
unions, an investigation on that direction was also conducted. 
As anticipated, the women in the middle age are the critical 
target members under the credit unions in large numbers. The 
collection agents, promoters and the facilitators repeatedly 
guarantee the case of high participation of females as they are 
upright in credit repayment and saving regularly. The story of 
panapayattu is entirely different in many aspects. There are 
only males in the group and hence the major chunk falls 
between the age of 30 and 60. It is also to be noted that about 
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fifteen percent of the members belong to the age above 60 and 
the percentage of the younger generation is very less. It is 
evident that the younger generation is losing confidence in 
panapayattu and it has more interest in the other formal 
financial institutions. In the current social system of India, 
universal marriage is the rule of the day. The sample also 
reveals the same. About 95 percent of the beneficiaries are 
married; naturally they need money to meet many familial 
responsibilities. 


Human Capital and Economic Status 


The participation of people in the financial arrangements 
in any economy is based on their attainment of education and 
the current economic status. In general, the sample population 
has a low educational status. Sixty percent of beneficiaries 
under panapayattu are having educational qualification of 
SSLC or below. The same trend can be observed in the case of 
credit unions too. A vast majority of the members in credit 
unions are not having higher education. Education plays a 
significant part in determining one's participation in economic 
activities. In most of the cases, the less educated people will be 
out of most of the social organisations and institutions, as their 
capacity is deemed less. It is to note that the education level of 
a person does not eliminate anyone from participating in the 
organisations. The terms are not so complicated and so a person 
with very little education can understand them. If one takes the 
instance of panapayattu, the members are doing it for decades 
and there is no need of specialised training or high education to 
understand the terms and conditions stipulated by the system. It 
is more of a tradition and a way of life rather than a formal 
financial arrangement. The same situation is with the credit 
unions too. They include the absolute number of poor people in 
the locality where the educational status is not at all a 
prerequisite to taking part in it. 
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One can easily sense from the low status of education 
that the level of employment among them is also low. An in- 
depth examination of the sample too gives us the impression 
that employment is not much promising. In both the financial 
arlrangements, a vast majority of them (55 percent for 
panapayattu and 59 percent for credit unions) reported that they 
are in private employment. A good number are in agriculture, 
self-employment, petty trading and business. A small number 
of them are found to be pensioners. Some others are working as 
school teachers and government employees. 


A deep look into the profile of the occupation gives a 
picture of people from all walks of life taking part in both of the 
financial arrangements. People who are in agriculture fields 
such as Agricultural Officer, farmer and labourer join in the 
organisations. Those who conduct small scale businesses such 
as bakery units, textile shops, hotel, etc. are also involved in 
these arrangements. People who make a living by driving their 
own or other autorickshaws and taxies too enter into the 
activities. Another set of people in the construction sector such 
as masons and carpenters, also participate in the arrangements. 
Daily wage earners, persons who iron dress and Coolies also 
found a place in the institutions. Ex-Serviceman, government 
officials and people working in the Gulf, retired teacher, 
person taking home tuition and church pastor were also 
participants in it.The evidence reveals that the people who are 
in the low rungs of employment in the economy are taking part 
in more numbers in these arrangements. In most of the cases, 
they won't be a part of any of the formal financial institutions as 
they do not have permanent employment or any asset to offer as 
security to the formal financial institutions. 


Income is a significant determinant of whether a person 
can partake in economic and financial activities of a locality. 
The level of income and the frequency of getting the income 
also play a major role in making a person stable. The reported 
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monthly income of the members is limited. A good number of 
them in credit unions are homemakers and they reported that 
they save from their spouses or children's income.While 
exploring into the monthly income level of the members 
together, it is found that about a quarter of them reported an 
income less than Rs. 5000 and the majority (28%) are seen 
having an income between Rs 10000 and Rs. 150000 per 
month. 


The family income is computed to find out the economic 
standing of the sample population. The mean family income of 
the total sample was Rs. 18651, which is due to the high 
incidence of low-income people in the sample.The minimum 
monthly family income of the members of credit units and 
panapayattu is Rs.1000 and Rs. 3000 respectively (Table 5.2). 
The median monthly income (Rs.9700) is low for the members 
of credit unions. The presence of some members who work in 
Gulf countries makes the median a bit higher for panapayattu. 


Table4. 2 Reported Monthly Income (in Rs.) 


Type Min Max Range | Median Mean SD 
Family income 
einai 3000 | 95000 92000 | 20000 25545.45 15972.15 
yanam 
Credit 1000 | 47000 46000 9700 13135.45 10271.18 
Union 
Total 1000 | 95000 94000 | 15000 18651.01 14465.61 


Member's Income 
Panapayattu 3000 50000 47000 15000 18745.88 10467.336 


Gree 2000 35000 33000 5200 8263.64 6638.087 
Union 
Total 2000 50000 48000 12000 14164.24 10376.206 


Spouse's Income 
Panapayattu | 5000 | 35000 30000 15000 17909.09 10241.626 


Credit 1000 | 40000 39000 7250 10522.73 8196.825 
Union 
Total 1000 | 40000 39000 8000 11577.92 8833.647 


Source: Computed from Survey Data, 2020 
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A break up of the income of the members and their 
spouses make the picture vibrant. In the case of their own 
income, it is much below the total reported family income. The 
low income of the family members and the member herself or 
himself has made the families to make a decision to join these 
financial arrangements. Unsurprisingly the people with high 
income cannot be satisfied by the tenure of the credit and the 
amount supplied by these institutions. The people who are 
having a low income will be satisfied with the amount and also, 
they are acceptable to the terms and conditions put forward by 
them. In both cases, the financial arrangements are providing 
savings and credit options at the comfort of their members. That 
is the reason why they stay back from these institutions for a 
longer time and, at the same time, give a clue for the 
sustainability of these types of institutions in the cultural milieu 
of the state. 


Financial Status 


The involvement in financial institutions and 
arrangements show one's financial discipline and financial 
requirements. In the present section, an effort is made to trace 
the savings and liability status of the members in both the 
financial arrangements. Of the total samples collected, majority 
of the members (94 percent) said that they had their meager 
savings with the commercial banks (Figure 5.1). A small 
number admitted that their savings are parked with cooperative 
societies and other private financial institutions. The amount of 
savings is also found to be meager. The minimum saving 
amount is that of Rs 200 and the maximum is testified as 
Rupees Two Lakhs. However, the mean savings is too low 
with an amount less than Rs. 6000. 
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Figure 4. 1 Savings of Members 
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Source: Survey Data (2020) 


Many of them have declared that their savings are with 
the savings bank accounts only. Fixed and term deposits are not 
an option for many of them because they do not have much to 
spare after paying their bills and meeting their day-to-day 
expenditures. As most of the persons have parked their savings 
with saving bank accounts in commercial banks, the interest 
rates they receive hover around three to five percent. It is noted 
from their interpretation that it is not a profitable avenue and it 
is not giving anything much to them. 


Indebtedness was the major problem observed among the 
members in the study area. A good percentage of people 
(47.8%) have outside loan liabilities. Apart from borrowing 
from money lenders, they pledge their gold ornaments in times 
of difficulties with local money lenders and informal money 
lending institutions (usually not with the institutions such as 
private banks or nationalised banks). 


Liabilities are sore for any person in the world. They just 
want to get rid of the same at the earliest. In general, it is found 
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that the mean value of liabilities from different sources is 
around Rs. 150000. It ranges between Rs 10000 and Rs six 
lakhs for those who are in kurikalyanam and between Rs 3500 
and Rs 6 lakhs in the case of those in credit unions (Table 5.3). 
The median value is found to be Rs 2 lakh for the people in 
kurikalyanam while it is Rs 50000 in the case of credit unions. 


Table 4.3 Liabilities of Members by Credit Sources 


Type Min Max Range | Median Mean SD 
aeaeal 10000 | 600000 | 590000 | 200000 | 213627.91 | 155726.412 
lyanam 

eeu 3500 | 600000 | 596500 | 50000 97317.31 | 112705.326 

Union 

Total 3500 | 600000 | 596500 | 100000 | 149963.16 | 145308.444 


Source: Computed from Survey Data, 2020 


The source of liabilities from where the loans are taken is 
also varied. Though the major chunk (54%) of the members 
have their liabilities with the commercial banks and cooperative 
societies (29%), the rest of the loans are taken from other 
sources. As the loans from the commercial banks and 
cooperative societies may be governed by the mandatory 
interest rate policies, all other financial institutions recover 
exorbitant rates from the small borrowers. 


The purposes of liabilities are also attuning with the 
needs of poor, lower- and middle-class families. Buying a 
landed property and constructing a house are dreams for any 
common man who lives in the state. To own a home, the 
maximum amount of liabilities (20%) are demanded and that of 
purchase of land another 15 percent is borrowed. Purchase of 
gold for the purpose of marrying off their daughters and 
keeping the gold ornaments as an asset is quite common among 
the people of India. A part of the loan (13%) is used for the 
purchase of gold and yet another 11 percent is used to purchase 
a vehicle. People also use the money for productive activities 
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such as agriculture and business. For their children's education 
too, a part of the money is spent. 


A minuscule of the sampled population confessed that 
they have insurance policies as they consider it as an 
investment. The small amount (ranging between Rs. 200 and 
Rs. 1000) they can save monthly as premium; it is an attraction 
towards the insurance schemes, especially run by Life 
Insurance Corporation of India. A good share of the 
respondents (28 percent) did not have prior experience in 
dealings with the formal financial institutions, especially the 
banks. It is to be noted that the prevalence of exclusion from the 
formal financial system is apparent. An examination of the 
reasons reveals that most of them (63.3 percent) feel that they 
did not need to have contact with bank before. On the other 
hand, 36.7 percent of the sample population think that they tried 
but failed to establish a relationship with the banks. One has to 
keep in mind that even if the people in the sample fail to avail 
benefits from banks, they are members of these financial 
arrangements, which help them to content with the facilities 
rendered by them. 


Table 4.4 Current Value of Savings (in Rs.) with Credit 
Unions 


Credit Union Min Max | Range | Median Mean SD 


Arayoor 1200 3000 1800 2700 2128.57 873.144 


Mariyapuram 450 6372 5922 2500 2757.67 2087.460 
Olathanni 325 89437 | 89112 6000 15847.38 | 25895.516 


Uchakkada 800 5020 4220 3000 3364.00 1750.566 


Valiyavila 2700 5000 2300 3000 3283.33 849.510 


Vlathankara 1500 4000 2500 2900 2787.50 699.872 


Total 325 89437 | 89112 3000 6344.90 | 14382.089 


Source: Survey Data (2020) 
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The credit unions provide an opportunity to save for their 
members with them. An examination of the savings of the 
members reveals that in the credit unions, the members are 
expected to keep their savings in the voluntary as well as 
compulsory fashion. Whatever savings are kept with the credit 
unions, they are given with an interest rate of five percent 
which is higher than the interest rate of a commercial bank on a 
savings bank account.The savings are found to be as minimum 
as Rs. 325 and as maximum as Rs. 89437 in Olathanni. This 
wide range (Rs 89112) is observed in the case of Olathanni 
only. But in the case of other credit union unit, the median 
savings is around Rs. 3000 only which in turn gives us an idea 
that the current savings with the institution are kept low (Table 
5.4). The mean savings is also hovering around Rs.3000 in 
almost all the credit unions. The standard deviation is also not 
much among the credit unions as the savings are more or less 
the same for most of the members in it. 


Undoubtedly, the primary objective of any person to be 
part of a credit providing institution is to get credit at his 
expediency. Loyalty is the foremost litmus test, which helps 
one to understand whether the members are satisfied with the 
institution they engross in. As the literature suggests and as it is 
found from the accounts of the elders, it is tacit that 
panapayattu has an organic kind of development among the 
people of Kozhikode district. The sample population gives a 
clue on the matter. One of the respondents witnesses that he 
started engaging in the payattu activities as early as in 1967. 
His first attempt started decades ago and still, he is actively 
involved in it. A majority of the members (32.6%) had their 
first payattu between the period of 1980 to 1990. The fieldwork 
conducted in various parts of the district gives the impression 
that the peak of the payattu was during the period of 1980- 
1990. From the available pieces of evidence from the survey, it 
is showing a decline. This can be detected from the rate of entry 
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of members to panapayattu during the decade of 2000-2010, 
which was less (12.4%). 


In contrast to what is observed in the case of payattu, 
credit unions are showing an unambiguous growth trajectory. 
The first loan with the credit unions on the high in the later 
periods gives an idea that new members are entering into the 
institutions on a regular basis even after 2015. Though some of 
the senior citizens remember that their first loan was in 1991, 
their representation in the sample is very less. The growth of 
the credit unions can be clearly observed in the given figure and 
it is penetrating more into the local population in the later 
periods. With the intention of receiving an idea on the average 
amount of first payattu, an analysis was conducted with respect 
to the timeline. The average amount of the first payattu was 
computed to be Rs 6200 before 1970, which was a considerable 
amount at that time as the value of money was very high. Over 
the years, there is a steady growth in the amount disbursed 
through payattu. While one reaches the current decade of 2000- 
2010, it is found that the amount rises to Rs 1.2 Lakhs (Figure 
5.2). Over the decades, the growth is almost cent percent which 
gives a depiction that the importance of the same was 
increasing unfailingly. 


Figure 4.2 Average Amount of First Kurikalyanam 
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Source: Survey Data (2020) 
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The major objective of the credit unions was to inculcate 
savings among the members, in the earlier period soon after its 
inception. But credit was not a prime motive. The ultra-poor 
was also targeted and the demand for loans was low, which is 
apparent from the low level of credit (Rs 7333) before 2005. At 
present, the NIDS directed the credit unions to fix the 
maximum amount of credit as Rs 50000. In the later period, the 
average amount has gone up (Figure 5.3). 


Figure 4.3 Average Amount of First Loan with 
Credit Union 
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Source: Survey Data (2020) 


A further analysis was conducted on the various cycles in 
which the members play a part in the credit. At the same time, 
one can observe that the members in panapayattu have 
participated as much as ten cycles in their lifetime. This has 
given the reason why the members participate in the 
organisations. More than fifty percent of the members pass 
through the fifth loan cycle (Table 5.5). As the members are 
comparatively new in the case of credit unions, their loans in 
the lifetime arerelatively less than that of panapayattu. Around 
forty percent of the members participated in the fourth cycle. 
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Table 4.5 Cycles of Loans CU/PPMember 


Credit union Panapayattu 
Cycle Partici- Not Partici- Not 
pated participated pated participated 

First cycle 100 -- 100 -- 
oreaud 79.2 20.8 91.4 8.6 
Cycle 
Thted 72.1 27.9 89.2 10.8 
Cycle 
Pocee 42.9 57.1 79.6 20.4 
Cycle 
Fifth Cycle 22.7 77.3 55.9 44.1 
Sixth Cycle 1.9 98.1 36.6 63.4 
eeventts = ee 20.4 79.6 
Cycle 
Eighth 
Cycle -- -- 17.2 82.8 
Ninth 
Cycle -- -- 8.6 91.4 
Tenth 
Cycle -- -- 4.3 95.7 


Source: Survey Data (2020) 


A large share of the members admitted that they could 
raise a total of about Rs 3 lakhs over the different cycles of the 
payattu in their own life time. On the other extreme, another 
19.4 percent claim that they could raise around Rs 7.5 Lakhs in 
their whole life cycle. This is possible because in the later 
periods, the amount of payattu has gone up drastically. A 
majority (37.4 percent) of the members in credit unions 
acknowledge that they have raised an amount of almost Rs One 
lakh during their lifetime. A small number of members have 
even received greater than Rs 1.5Lakh during their lifetime. 


On inquiring about the source of loan repayment, a vast 
majority of the respondents (66 percent) replied that it is with 
wage employment. While 17.4 percent are repaying their loans 
using enterprise profits, another 10.5 percent are repayingthe 


Edited by: Siddik Rabiyath, Abdul Salim. A 214 


same with their income from agriculture. Yet other six percent 
are repaying from their savings. While going into the depth on 
repayment discussion, it is revealed that the members, in 
general, use the credit amount for varied purposes, including 
productive enterprises to meet their household expenses, to 
meet unforeseen expenses and for repayment of previous debts. 
There is always a gap between the intended purpose of loans 
and the actual use of loans when one has alternative needs for 
money in his life. That leads to default in repayment of loans. 
An examination of the default details reveals that forty-two 
percent of the members admit that they are a bit behind in loan 
repayment and the rest are proud to be repaying current loans 
promptly. The members spell out several reasons for default: 
business failure, insufficient income from the enterprise, natural 
disaster, other pressing consumption requirements, lack of other 
sources to supplement the current income, no consistent job and 
health issues like cancer. Even though there are problems with 
arrears, around fifty percent members would like to avail more 
credit from CU/PP. Several different reasons such as business 
needs, repayment of bank loan, daughter's marriage expenses, 
higher education of children, farming activities, household 
expense, house maintenance, etc. are also cited.. 


Reasons for Being Part of the Credit Institutions 


There must indeed be several reasons why one should be 
part of an institution in a locality. A scrutiny of the reasons is 
attempted in the current section. Information regarding an 
institution is the key to getting an acquaintance with the system. 
The people who are near you, whether it is kith or kin, may 
share the information about the new and useful things to you. 
Most of the people (55.2 percent) come to know about the 
existence of the organization from those who are very near to 
them, i.e., the family members. Yet another 17.6 percent get 
their information on the possibility of getting a loan or credit 
from the neighbours. The members naturally seem to trust their 
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family members, friends, neighbours much more than the 
facilitators of the arrangements. Other people also help in 
sharing the information with the members, which helps them to 
be part of the institution. They include the church, the promoter 
and the collection agents in the case of the credit union. 


While querying on the reasons for preference over other 
formal financial institutions, the first and the foremost reason 
popped up for taking part in these institutions and the 
preference towards the two is that of easiness. The loans are 
readily available with easy repayment terms. Thus these 
institutions save a lot of time for them. They can get the loan 
with no delay. These types of loans would help to meet the 
exigencies and difficulties one may face in life. The interest rate 
on the loans is also low. As these are community owned or 
community managed, there won't be any queue of the members 
to get the benefits from them. Time is an important thing a 
common man usually value a lot. For him/her, time is an asset 
with which they can use their labour to make a living. For them, 
there will be very little time left to spend in the financial 
institutions. While examining the matter of transaction costs of 
the members, in total three types of costs are identified: 
travelling time, meeting the officials and waiting/idle time, time 
needed for filling the applications. From the pieces of evidence 
it is clear that as the credit union unit is near and it is available 
in the same locality, the members need not travel much to reach 
there. They said that most of the units are well within their 
reach. They have to go for a time between two and twenty 
minutes to reach the destination. As the members of 
panapayattu will be hailing from the same locality, they need 
only travel to their neighbourhood if the payattu is conducted in 
the house. Otherwise, they meet in a common place (in a tea 
shop or a local auditorium or a hall specially meant for doing 
payattu) well within their range. The waiting or idle time is low 
for the members belonging to the credit unions. As far as 
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payattu is concerned, they need not wait for meeting officials 
and to get their things done. In the case of the credit unions, the 
members need not meet the officials, or no other time is to be 
spent in the office for getting a loan. A simple application form 
has to be filled by the members and it takes less than 15 
minutes to fill the same. 


In the case of both the financial arrangements, there are 
no liabilities from the part of the members to keep any 
collateral securities with them. It is also giving out a secure 
place to keep their savings in a trustworthy manner. People feel 
that the savings they park with these institutions are helping 
them when they are in need. No confusion or restriction in 
withdrawing their savings is yet another reason. Further no 
extra charges and no service charges are recovered. Especially 
in the case of panapayattu, there is no interest in the credit they 
receive. The risk involved in the whole business is minimal and 
people are happy to be part of it. Accessibility is yet another 
reason for the contented participation of the people in these 
arrangements. As the location is very near to their house, there 
is no need of travelling and the convenience is making them 
effortless to get their needs fulfilled. In the specific instance of 
credit unions, the role of the Collecting Agent is highly notable. 
The members feel that the collection agents are available all the 
time. Not only that, the collection agents are found to be highly 
friendly and extremely committed to the work they do. The 
trust people keep on the collection agents is very high. 


The duration of getting a loan is the most crucial factor 
which helps the members to play a part in a financial 
institution. Available pieces of evidence reveal that about 80 
percent of the members get loans within one month. A 
minuscule population has to wait for more than one month to 
receive it after applying for it. In the specific case of credit 
unions, the money is getting rolled in as there is a saving 
component in it. The collection agents collect the savings and 
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deposit it in the office in a periodic interval and the money is 
given out as credit regularly. For some credit unions, as the area 
of activities is low and limited in a particular locality, they are 
in short of funds as it has to come back from the people who 
have taken the loans. At times, delay happens in the case of 
conducting the committee to sanction the loans. The additional 
arrangements which are available with the financial institutions 
other than that of the usual loan and savings enhance the 
participation of the people in these institutions. As panapayattu 
is more of a ROSCA with rotating credit frequented among the 
people, the additional arrangements provided to the members 
are not observable. Yet in some parts of Kozhikode district, the 
members come forward to help the local people. 


In terms of training, technical assistance, compulsory 
saving, voluntary saving and welfare provisions, the credit 
unions working under the NIDS play a critical role. As NIDS is 
an NGO working among the local people with socially charged 
objectives in hand, they provide additional support to the 
members. Even though not exclusively to the members, NIDS 
conducts training programmes in the local level for the benefit 
of the people. Hence a lot of training programmes for those 
who are interested are imparted to the members. Some to them 
are as follows: Training on cake baking, jackfruit products and 
bakery items; Cow farminag, Goat farming, Poultry farming, 
quail(kada) farming and mushroom farming;and Stitching 
clsses among the members. Certificates received from training 
programmes help the members to avail loans and other benefits 
from the local level institutions and banks. Technical support 
too is found to be imparted by the NGO to the people. 
Motivation sessions on group co-operation and general business 
skills were also conducted. Educational programmes such as 
non-formal education and health education were conducted for 
improving the social aspects of the people. 
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Savings is another distinctive characteristic feature of 
credit unions functioning under NIDS. Albeit credit unions do 
not insist upon their members to save a fixed amount regularly, 
the savings is rather compulsory. Credit unions usually 
encourage voluntary savings as it helps people to meet their 
emergencies. In addition to that, several welfare provisions too 
are imparted through the credit unions. Annually, the credit 
unions distribute 30 percent of their profit to the needy in the 
locality. Many of the members and their families are benefited 
out of it. Apart from all these provisions, some of the NIDS 
units conduct classes for Kerala Public Service Commission 
and other competitive examinations. The student community 
among the members take advantage of it. Some of the members 
witnessed that the Medical Camps were helpful to them. 


Level of Participation in Credit Unions/Panapayattu 


Just a membership in an organisation does not help 
anybody to reap the benefit it emanates. Hence the current 
session is devoted to an inspection on the level of participation 
of the members in the respective financial arrangements. One's 
participation in an institution is checked by his duration of 
membership in it. The loyalty one person keeps with an 
institution is governed by the level of trust and benefits 
extended by it. While one tries to understand the organisation of 
panapayttu, it is not having a formal institutional set up and at 
the same time,when persons are members of more than one 
ROSCA, many of the members are unable to express duration. 
It is astonishing to find that around 13 percent of the members 
in the credit unions are members in the respective units for 
more than a period of 20 years. Yet another 21.7 percent are 
found to be in the credit unions for more than 15 years. More 
than 50 percent of the members are between five and fifteen 
years of experience, while ten percent of members are having 
less than five years of association with the credit unions. 
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While one becomes a member of the institutions, 
attending the meetings is obligatory. While asking the 
members’ opinion on whether all the members attend group 
meetings, almost all feel that they are doing so. On the other 
hand, a small percentage of people think that the members are 
not regular in attending meetings of the financial arrangements. 
Most of the meetings are informal rather than formal in the case 
of panapayatttu. When the payattu is announced, the members 
are supposed to attend the gathering on the prefixed date within 
the stipulated time. It is not compulsory to have a formal 
meeting for them. But there will be food and other facilities to 
sit and talk which the members witness that it helped them to 
reinforce their social bonding. They discuss business, politics, 
financial matters, and local issues in those meetings. On the 
other hand, the credit union members need not worry about the 
formal meetings; as such, there is no mandatory condition for 
them to attend. 


As both the financial arrangements are somewhat 
informal, the question of the official role is redundant. For 
instance, payattu is conducted by a member and he is assumed 
as the organiser of the payattu. There is no one like secretary or 
president in the system of panapayattu. But the credit unions are 
run by the church and the executive members are elected from 
the church, most of the members are not in a position to take 
part in the administrative set up of the institution. Yet a small 
number of 17 members said that they hold the post of secretary 
for the NIDS unit, acting as committee members in various 
commissions, working as collection agents and promoters in the 
units. 


Conclusion 


A listing of the various types of Indigenous financial 
technologies gives an impression that the social economy did 
exist and still are living in the developing countries of the 
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world. It indeed helped the poor and the needy in its way to 
fulfill their felt needs of day to day activities. Usually, the 
poor, excluded, and marginalized in the world are obviously 
outside the ambit of financial institutions and support systems. 
Naturally they evolved social support systems to tide over the 
difficulties of both haves and have-nots. This indigenous 
financial technology has no specific interest as such, but the 
cost of the funds is incorporated in the whole functioning of the 
activities. 


To understand the nuances of the indigenous financial 
technology which prevails in Kerala, Credit Unions and 
Panapayattu, were taken as a case study. The credit unions 
which are found in both developed and developing countries are 
single-purpose cooperatives that specialise in providing 
financial services to their members. Savings and relatively 
short-term credit are the two principled financial services 
offered by credit unions. Several factors constrain the 
performance of credit unions. First, credit unions are small in 
size. Many credit unions have very small membership and 
make only fifty to one hundred loans a year. The demand for 
loans often exceeds the supply of savings, creating severe 
liquidity problems for most of the credit unions. Credit 
rationing, in one form or another, is the standard practice that 
prevailed; it is carried out through queuing or limiting the loan 
to a member to a relatively low multiple of the amount of 
his/her savings. By using innovative methodologies and 
increasing the memberships facilitating self-help groups, the 
credit unions can come out of these issues. 


Panapayattu, which is another shade of social economy 
in Kerala, gives a Gaudy Picture of the Unique Community- 
Based Resource Management System existing in the Social- 
Economic Milieu of Kerala's rich diverse economy. The People 
come together to meet their credit needs in using an Indigenous 
and Innovative Methodology Right from the nineteenth century 
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and it still happens among them. The nuances of the 
Panapayattu Give a flashy image of how community needs can 
be satisfied using the Mutual Aid and Cooperative Approach 


The savings component in these arrangements is an 
incentive for the members to go ahead with the participation. 
The long-standing relationship with the institutions is due to the 
credit delivery mechanisms which they have perfected over the 
decades according to the needs of the people in the grassroot 
level. A group of eight factors is identified under the study in 
terms of the information they receive, easiness in getting the 
services, low transaction cost, trust, accessibility to the 
arrangements, low duration in getting loans, additional 
arrangements such as training and other technical support 
systems and the committed services meted out by the officials 
involved in the arrangements. These all lead to a long-lasting 
relationship with the arrangements by following the instructions 
and observing the terms and conditions put forward by the 
arrangements. The sustainability of these arrangements is based 
on these eight factors. 


Community economies approach helps people to 
understand the contributions they make to an economy via 
diverse economic practices that are not often recognised, 
documented, or even valued. It recasts the economy as a site 
where democratic deliberations and collective actions take 
place in formal and informal settings, involving market and 
non-market exchanges and various forms of labour and 
enterprise. The people who organize money pools, banking 
cooperatives, or any such group formation where people come 
together in the better interest of others to do business is the very 
essence of what the diverse economies (DE) literature is about. 
The DE material transcends culture in many ways, and it is a 
form of theorizing that can be used of the non-white experience 
effectively. DE is about ethics, doing business in new ways, and 
led by people who are not interested in doing for things for 
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themselves but who would instead figure things out as a group, 
especially when the dominant society has made their situations 
worse. 


It is clearly established that even though Kerala is a well- 
developed state with formal institutions in place, its indigenous 
financial technologies play a commendable role among 
different communities who are usually left out of the formal 
institutions. The study raises a lot of pertinent questions on the 
financial inclusion of the needy to the formal financial 
institutions. On the other hand, alternative economists are 
holding a position that the poor people would find their ways to 
come out of the problems they face in the modern economies of 
the world. Those solutions would be innovative and fit for the 
needs of these people. 


Rural development is the foremost priority of modern 
India. The business initiatives in the rural areas would help the 
rural population to come out of the abject poverty and blatant 
livelihood challenges they face still today. The indigenous 
methodologies of financial technologies help them to be more 
comfortable in taking care of their needs. Hence the methods 
followed by these arrangements should be popularized through 
proper channels. The diverse economies prevailing in the 
grassroot level, in a sense, helped the poor, financially excluded 
and the marginalized to be part of the bigger society. Naturally, 
this warrants a tracking back of the variants of ROSCAs that 
existed in Kerala. A thorough understanding of the various 
types of ROSCAs which do exist nowadays and declined over 
the years should be traced in order to get valuable lessons on 
the social economy of Kerala. 
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Islamic Model of Finance — 
A Case Study of Islamic Investment 
Management Company in Kerala 


Sunija Beegum. N 


Islamic finance seeks to ensure that financial practices 
and their accompanying legal instruments comply with Islamic 
law (Shariah). Islamic or Shariah-compliant banking products 
are financial transactions that do not violate prescriptions of the 
Qur’an. Qur’an prohibiting interest says “Those who devour 
usury will not stand except as stands one whom the evil one by 
his touch hath driven to madness. That is because they say: 
‘Trade is like usury.’ But Allah hath permitted trade and 
forbidden usury. Those who after receiving direction from their 
Lord, desist, shall be pardoned for the past; their case is for 
Allah (to judge). But those who repeat (the offence) are 
companions of the fire, they will abide therein (forever)” (2:275 
of Qur'an). Specifically, Islamic financial transactions cannot 
include the interest payment at a predetermined or fixed rate; 
rather, the Qur’an stipulates  profit-loss-risk sharing 
arrangements, the purchase and resale of goods and services 
and the provision of financial services for a fee. 


Of the two prime principles of Islamic financial system; 
one is that it is based on philosophy of risk sharing - both 
lender and the borrower share the risks as well as_ the 
returns that are incurred from the project. As such it 
discourages fixed returns in terms of predetermined interest 
rates known as riba and favours profit and loss sharing 
(PLS) model. Second, it lays considerable emphasis on making 
socially responsible investment, by not making investment in 
sectors which are considered to have negative impacts on the 
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community. Shariah compliant contracts cannot create debt, 
while provide for a sharing of risk and responsibility between 
the involved parties. Islamic finance is based on equity, 
whereas the conventional banking system is debt-based. Islam 
is not against the earning of money, but it prohibits the earning 
of money through unfair trading practices and other activities 
that are socially harmful in one way or another, which is why 
predetermined interest or riba is forbidden. This edict springs 
from the Islamic belief that wealth should not be hoarded but 
put to productive use so that others can share in its 
benefits.IsLam does not allow uncertainty in contracts. 
Speculation or gambling is unacceptable, which weighs against 
insurance and dabbling in futures and options (Angelo M, 
2012). 


In practice, Islamic scholars have developed products 
that resemble conventional banking products, replacing interest 
rate payments. The major financial services or instruments of 
Islamic finance are Mudaraba, Musharak, Murabaha, Jjara, 
Isthisna, Salam, Quard al hasan and Sukuk. 


a. Mudaraba or profit-sharing is a profit and loss sharing 
contract between two entities namely Islamic financial 
institution as an investor and an entrepreneur as second 
entity. Profits are shared between the two entities according 
to proportions agreed in advance. In case of loss, Islamic 
financial institutions bear the loss and _ entrepreneur 
sacrifices his efforts. 


b. Musharaka or equity participation is similar to that of 
Mudaraba, but only difference is that bank is not the sole 
investor for entrepreneur. Two or more partners together 
contributes for the investment in a_ specific project. 
Profits are shared as per the agreed proportions in advance. 
While, loss sharing is limited to capital contributions 
made by various partners. 


c. Murabaha or cost-plus financing is a type of cost plus sale 
contract. Under this arrangement customer asks the Islamic 
financial institution to purchase an asset for him and sell the 
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same to him on deferred basis. Bank accrues profit by 
charging predetermined amount above the actual asset cost. 
Amount of instalments are non-negotiable. 


d. Ijara are almost identical to leasing contracts in 
conventional banking, in which the lesser gets periodical 
return from the lessee against the use of an asset. Financial 
as well as operation lease are permissible. Ownership risk 
of the assets is borne by the investor, while 
maintenance and operational expenses are borne by 
customer. 


e. Istisna or construction financing is a type of enterprise 
contract in which the customer asks the Islamic financial 
institution to make or build a specific product for him 
as per the specifications. The institution would sale the 
asset to the customer on deferred basis. 


f. Salamis a deferred delivery contract: A sale contract 
wherein the price is paid on the spot, but the delivery of the 
goods is deferred. 


g. Qard-al-hassan is an interest-free loan given for social 
welfare or for short-term bridging finance. 


h. Sukuk is aplural form of word Sak, which in simplest 
terms is a Shariah complaint Bond. Sukuk is a certificate 
of investment comprising of ownership claims in the pool of 
assets(Hafizi et.al, 2010). 


Types of Islamic financing institutions include banks, 
venture capital firms, private equity firms and investment banks 
and micro financial institutions. In many countries Islamic 
banks are functioning simultaneously with conventional 
commercial banks. There are around 300 Islamic banks 
throughout the world grown at a pace of 15-20 per cent 
annually with estimated assets of $ 270 billion. Islamic banking 
has thus increased its penetration in many countries, crossing 
the threshold of 15 per cent as a share of banking system assets 
in 10 countries (Iran and Sudan with a full-fledged Islamic 
financial sector, Bangladesh, Brunei, Kuwait, Malaysia, Qatar, 
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Saudi Arabia, the United Arab Emirates and Yemen). However, 
Islamic finance assets are still concentrated in the Gulf 
Cooperation Council (GCC) countries, Iran, and Malaysia. The 
growth of Islamic banking, in particular outperformed 
conventional banking over the past decade (IFSB, 2014). 


An increasing number of commercial banks around the 
world are considering the possibility of offering interest-free 
financial products. An interest-free window is simply a window 
within a conventional bank through which customers can 
conduct business utilizing only shariah compatible instruments. 
International bodies including the Islamic Financial Standards 
Board (IFSB), the Accounting and Auditing Organization for 
Islamic Financial Institutions (AAOIFI); and the International 
Islamic Financial Market (IIFM) have issued standards to cater 
to the specifics of the Islamic finance industry. 


Scope of the Study 


Islam offers a rich set of instruments and unconventional 
approaches, which if implemented in true spirit, can lead to 
reduced poverty and inequality. Policy makers emphasise that 
Islamic instruments can promote financial inclusion by 
improving regulatory and financial infrastructure to promote 
enabling environment. Economic development and growth 
along with social justice are the foundational elements of an 
Islamic economic system(Siddiqi, 1968). As establishing justice 
is one of the primary goals of Islam, an Islamic economic 
system would endeavour to eradicate all forms of inequity, 
injustice, exploitation, oppression and wrongdoing (Chapra, 
1992). 


Private financing institutions with high interest 
rates become the latest money venture in many countries and 
amass more than what stipulated originally. Conventional 
financial institutions give credit only on the basis of adequate 
collateral securities with rate of interest. Islamic financial 
institutions either in form of banks or Financial Companies 
promotes investment opportunities for promoting talented poor 
and the micro and small enterprises that lack collateral. The 
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absence of collateral security limits the availability of finance 
for strategic purposes such as higher education, construction of 
house, start-ups and further more.Islamic banking is crucial to 
helping Islamic countries which have remained largely under 
banked and therefore also underdeveloped to catch up. It also 
helps developing countries with minority Muslim populations 
to benefit from an alternative source of financing and deepen 
their financial sectors. Islamic banks also appear to be 
complements to, rather than substitutes for conventional banks 
(IMF, 2010). Shariah-compliant products are not only very 
attractive for segments of the population that demand financial 
services that are consistent with their religious beliefs but also 
for addressing the financial problems of non-Muslims too. 


Islamic financial institutions can promote financial 
sector stability for various reasons. It prohibits rate of interest 
and certain types of derivatives such as futures, forwards and 
options due to risks of loss that go beyond the original 
investment. Financial sector stability may be increased by 
raising the proportion of equity modes of financing relative to 
debt (Buiter and Rahbari 2015). Hasan and Dridi (2010) show 
that during the years immediately after the crisis of 2008, 
Islamic banks were more resilient and achieved higher credit 
and asset growth than conventional banks. As a result, Islamic 
banks were assessed more favourably by rating agencies in the 
post-crisis era. 


Statement of the Research Problem 


Finance is the backbone of every economic activity in the 
world. Kerala, one of the states with mounting deficits cannot 
foster economic development with state funds alone. 
Government of Kerala is looking forward with alternative 
modes of financing for meeting an assortment of requirements 
of the state. It is of great advantage for Kerala towards 
broadening its potential to become a favoured investment 
destination for Middle East and Southeast Asian investors 
looking for Shariah compliant investments. It also boosts up 
public investments especially in meeting ever escalating needs 
in infrastructural sector projects such as airports, bridges and 
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power-generating facilities. In the agricultural sector, Islamic 
finance could help break the cycle of debt and interest 
payments which often hampers the economic progress of 
farmers and smallholders. The rise in demand for 
infrastructural development in industrial and agricultural sector 
of Kerala can be addressed through Islamic finance institutions. 
Hence an in depth study of an Islamic finance institution will 
give an insight into the nature of Islamic financial practices that 
promote entrepreneurship and infrastructural growth and thus 
development. It also confer information into the nature of 
working of Islamic financial services which boost up awareness 
about various Islamic finance and leads to _ further 
materialization of such institutions. A thriving study on the 
financial performance of the institution is a motivating factor 
for exploiting potential of this alternative financing model. 


The existing literature on Islamic finance mainly focuses 
on theoretical background elaborating the principles and 
methods of financial practices, welfare impact of Islamic 
financial institutions, potential of the industry in various 
countries and its sustainability and financial performance. The 
studies related to Islamic finance in India are very few and 
concentrate on exploring the potential of the industry and its 
economic performance. A study at all India level (Ghous, 2003) 
reveals that the institutions have acquired necessary economic 
strength and fulfilled prudential norms of international 
standards. However there were no further studies pertaining to 
performance of Islamic finance institutions in India. A detailed 
study on Islamic financial companies is not undertaken in 
Kerala also. The studies undertaken in Kerala dealt with the 
impact of interest-free micro financial enterprises only. The 
potential of Islamic finance in Kerala can be understood only 
through undertaking more studies in this area. So, the present 
study will be a significant one in this area. It is attempted to 
make an in-depth analysis of an Islamic financial company to 
test the viability of alternative financing models for Kerala. 
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Objectives of the Study 


1. To study the concept of Islamic finance and its underlying 
principles and instruments 


2. To study the Islamic financial practices and underlying 
instruments of ‘Secura’, an Islamic Financial Company 


3. To assess the financial performance of the Company 
Methodology 


The study is based on primary and secondary data. 
Primary data on working of the company and its financial 
practices are elucidated through interview method. The sources 
of secondary data include reports of World Bank, International 
Monetary Fund, Indian Institute of Islamic Studies and various 
Islamic Financial Institutions. Annual Financial Reports, 
Brochures, Manuals and Publications of the Company are used 
for analysing profitability, liquidity and credit performance of 
the Company. Ratio analysis is used for analysis. One of the 
widely used and powerful tools is ratio or index. Ratios express 
the numerical relationship between two or more things. This 
relationship can be expressed as percentages, fraction or 
proportion of numbers. Accounting ratios are used to describe 
significant relationships, which exist between figures shown on 
a balance sheet, in a profit and loss account, in a budgetary 
control system or in any other part of the accounting 
organization. The analysis also reveals whether the company's 
financial position has been improving or deteriorating over 
time. Ratios can be classified into three broad groups on the 
basis of items used: (1) Profitability Ratios (2) Liquidity Ratios 
and (3) risk and solvency ratios. The major statistical technique 
used for the study is the arithmetic mean and _ standard 
deviation. Diagrams and graphs are used for presenting 
statistical data. 


Company’s financial statements are the major documents 
used for the study. Financial statements generally refer to two 
basic statements: the Balance Sheet and the Income Statement. 
Balance sheet is a summary of a firm’s financial position on a 
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given date that shows Total assets = Total liabilities + Owner’s 
equity. The income statement(profit and loss statement) reflects 
the performance of the firm over a period of time. The major 
profitability financial ratios used for analyzing profitability are 
Return on Asset (RAO), Return on Equity (ROE) and Profit 
Expense Ratio (PER). The formula for calculating these ratios 
are 


(i) Return on Asset (ROA) = Profit after tax/ total asset 
(ii) Return on Equity (ROE) = Profit after tax/ equity capital 
(iii) Profit Expense Ratio (PER) = Profit/Total Expense 


The major liquidity ratios used are Current Ratio (CR) and 
Current Asset Ratio (CAR) 


(i) Current ratio = Current asset (CA) / current liability (CL) 
(ii) Current Asset Ratio (CAR) Current Assets /Total asset 


Risk and insolvency ratios used are Debt Equity Ratio, 
Debt to Total Asset Ratio and Equity Multiplier. 


(i) Debt Equity Ratio (DER) = Debt/equity capital 

(ii) Debt to Total Asset Ratio (DTAR) = Debt/total asset 

(iii) Equity multiplier (EM) = Total assets /shareholder’s equity 
Islamic Finance — An Alternative Model 


This section discusses concepts and practices of Islamic 
finance. One of the forms of capitalism, which has been 
flourishing in non-Islamic societies, is the interest-based 
investment. There are normally two participants in such 
transactions. One is the Investor who provides capital on loan 
and the other Manager who runs the business. The investor has 
no concern whether the business runs into profit or loss; he 
automatically gets an interest (Riba) in both outcomes at a fixed 
rate on his capital. According to materialistic economics, 
livelihood is the fundamental problem of man and economic 
developments are the ultimate end of human life. While 
according to Islamic economics, livelihood may be necessary 
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and indispensable, but cannot be the true purpose of human life 
(Usmani, 2002). 


In conventional economies, the capitalist is compensated 
for the use of his or her capital with interest, and the 
entrepreneur with profit. In an Islamic economy, however, since 
interest is prohibited, the capitalist and the entrepreneur begin 
sharing the profits. But there is a further complication: since 
profits are generated by taking risks, this means that risks are 
also shared. Since some risks inevitably lead to losses, this 
means that losses too must be shared. As a result, the economy 
changes its character, and what can be called a “share 
economy” emerges. In this way, the sharing of risks, profits, 
and losses is the most essential trait of an Islamic economy. As 
opposed to capitalist system Islamic system advocates that the 
reward for capital is not the interest but the profits and losses 
and risk (Murat Cizakca, 2013). 


Islamic finance is as old asIslam itself and constituted an 
inseparable part of an entire economic system.An Islamic 
financial system is one which complies with Shariah or Islamic 
law. Islamic commercial jurisprudenceare derived from the 
Quraan, Sunnah(sayings of the Prophet), and legal reasoning 
by Shariah scholars, and in their entirety constitute the basis for 
Islamic finance (Ahmed and Kohli 2011). Islamic Financial 
system offers a variety of religiously acceptable financial 
services to Muslim communities. It reconciled with secular 
financial system to provide an alternative for non-Muslim 
clients seeking ethical investments and _ greater risk 
diversification. 


This section discusses the principles and major 
instruments of Islamic finance and provide an overview of 
current status of Islamic financial markets in the world. It also 
gives the status of Islamic financial institutions in India as well 
as Kerala. 


Principles of Islamic Finance 


Prohibition of Interest: Arabic term Riba is a synonym for the 
term interest used in conventional banking operations. Riba 
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means charging predetermined additional amount on a loan 
extended based on length of credit period. In the Quran, there 
are several verses that condemn riba’, which literally means 
“increase, addition and surplus”. Riba or interest is prohibited 
in Islam through the following Qur'anic verses. 


> Surah An-Nisaa“And for their taking interest even though 
it was forbidden for them, and their wrongful appropriation 
of other peoples’ property. We have prepared for those 
among them who reject faith a grievous punishment 
(4:161)” 


> Surah Al-i-'Imran 3:130 “O believers, take not doubled 
and redoubled interest, and fear God so that you may 
prosper. Fear the fire which has been prepared for those 
who reject faith, and obey. God and the Prophet so that 
you may receive mercy (3:130)” 


> Surah Al-Bagarah 2:275 “Those who benefit from interest 
shall be raised like those who have been driven to madness 
by the touch of the Devil; this is because they say: "Trade 
is like interest" while God has permitted trade and 
forbidden interest. 


> “God deprives interest of all blessing but blesses charity; 
He loves not the ungrateful sinner.” (2:276) 


In a Hadees (sayings of Prophet) reported from Jabir: 
The Prophet may curse the receiver and the payer of interest, 
the one who records it and the two witnesses to the transaction 
and said: "They are all alike [in guilt]" (Muslim, Tirmidhi and 
Ahmad). Islamic Fiqh Academy (IFA) Jeddah of OIC 
representing the collective wisdom of Shariah experts is of the 
view that any increase stipulated in a contract of loan 
irrespective whether consumption loan or productive loan is 
Riba and prohibited in Islam. 


Risk Sharing: The concept of profit involves the idea of 
sharing the risks of both gains and losses, and symbolises 
entrepreneurship and wealth creation. This _risk-sharing 
principle is implemented through a series of contractual 


Edited by: Siddik Rabiyath, Abdul Salim. A 234 


arrangements. Under the Islamic system of economy, if a man 
wants to lend his money to a businessman for being invested in 
business, he will have first to decide clearly whether he wishes 
to lend this money in order to have a share in the profit, or 
simply to help the businessman with his money. If he means to 
earn the right to a share in the profit by lending his money, he 
will have to adopt the mode of "partnership" or that of “co- 
operation’. That is to say, he too will have to bear the 
responsibility of profit or loss - if there is eventually a profit in 
the enterprise, he shall have a share in the profit; but if there is a 
loss, he shall have to share the loss too(Usmani, 2002). 


Prohibition of Speculative Behaviour: Speculative 
transactions are deemed to involve a type of unjust increase 
prohibited by the Quran. The underlying motivation is to ensure 
a fair correspondence between the expected benefits and 
obtained benefits of both parties to a contract. Prohibitions 
under the Quran also include haram (forbidden) activities, 
which are primarily related to tobacco, pornography, arms, 
alcohol, pork and gambling. 


Sanctity of Contracts: Islam upholds contractual 
obligations and the disclosure of information as a sacred duty. 
This feature is intended to reduce the risk of asymmetric 
information and moral hazard. Islam places great importance on 
preservation of property rights; defines a balance between 
rights of individuals, society, and the state; and strongly 
prohibits encroachment of anyone’s property rights (Iqbal, 
2011). From the perspective of society this implies that an 
economy should ensure growth and stability with equitable 
distribution of income, where every household earns a 
respectable income to satisfy basic needs (Chapra 1992). 


Islamic Financial Instruments: Islamic Financial Instruments 
are kinds of financial instruments which are based and designed 
in compliance with Shariah Rules and Regulations. Islamic 
financing products are broadly classified on the basis of PLS 
(Profit-Loss-sharing) principle and Sale based principle. The 
instruments under PLS mode of financing are Mudarabah and 
Musharakah. The important Sale based Islamic financial 
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instruments are Murabaha, Ijara, Isthisna, Salam, Quard al 
hasan and Sukuk. 


Financial Contracts under PLS Principle 


Mudarabah: Mudarabah is a profit-and-loss sharing contract in 
which financier (rab al-mal) who provides all capital needed 
for financing a project and other party known as mudarib or 
agent, provides labour and effort. In this contract the 
proportionate share in profit is predetermined by mutual 
consent between the two parties but in case of loss only 
financier bears the capital loss and mudarib loss by get nothing 
in return for his expended time, effort and _ labour. 
Mudarabahpartnership is a_ true _ profit-and-loss-sharing 
partnershiporiginally practiced by the Prophet. (Usmani, 2002). 


Musharakah: The literal meaning of Musharakah is sharing. 
The root of the word “Musharakah” in Arabic is Shirkah, which 
means being a partner. The Musharakah contract was used in 
the middle Ages to facilitate the joint ownership of property or 
of a commercial enterprise. It is a contract in which two parties 
agree on the capital shares that both confer to a project. Both 
parties are involved in the implementation and management of 
the project and profits are divided according to the terms agreed 
in the contract. Meanwhile, losses are allocated in proportion to 
the capital contributed(Usmani, 2002). 


Sale based Islamic Financial Contracts 


Murabaha or Mark-up Principle: Murabaha is selling for the 
cost price plus a specified profit provided that both the seller 
and buyer know the cost price(Homoud, 1987). Murabahah is a 
popular Shariah-compliant sale transaction mostly used in trade 
and asset financing. The bank purchases the goods and delivers 
them to the customer, deferring payment to a date agreed by the 
two parties. The expected return on murabahah is usually 
aligned with interest payments on conventional loans, creating a 
similarity between murabahah sales and asset-backed loans. 
However, murabahah is a deferred payment sale transaction 
where the intention is to facilitate the acquisition of goods and 


Edited by: Siddik Rabiyath, Abdul Salim. A 236 


not to exchange money for more moneyover a period of 
time(Saadallah, 1986). 


Ijarah: ‘Ijarah’ is a term of Islamic Fiqh means ‘to give 
something on rent’. It is a contract of exchange of counter 
values between usufruct and rental. Islamic law permits the 
lease of certain assets whose benefits can be obtained by the 
lessee against the payment of certain agreed rental. 


Salam: Salam is a deferred delivery contract: A sale contract 
wherein the price is paid on the spot, but the delivery of the 
goods is deferred. It is essentially a forward agreement where 
delivery occurs at a future date in exchange for spot payment of 
price. If both payment and delivery are deferred, the result is a 
debt-against debt sale, which is strictly prohibited under 
Shariah. (Rima, 2014). 


Istisna: Istisna is a contract in which a commodity can be 
transacted before it comes into existence. The unique feature of 
istisna or manufacturing is that nothing is exchanged on the 
spot or at the time of contracting. It is perhaps the only forward 
contract where the obligations of both parties are in the future. 
In theory, the istisna contract could be directly between the end 
user and the manufacturer, but it is typically a three-party 
contract, with the bank acting as intermediary. Under the first 
istisna contract, the bank agrees to receive payments from the 
client on a longer-term schedule, whereas under the second 
contract, the bank (as a buyer) makes progress instalment 
payments to the producer over a shorter period of time. 


Sukuk: The term “Sukuk” was first proposed for Islamic 
financial instruments in the Islamic financial jurisprudence 
session of Islamic Development Bank in the year of 2002. 
Sukuk means certificates with identical nominal value that after 
completion of subscription operations evidence payment of a 
nominal amount mentioned in it by the purchaser to the issuer; 
and its holder will be the owner of a set of assets or profits 
arising from assets, or beneficiary of a project or a special 
investment activity. The returns on the certificates are directly 
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linked to the returns generated by the underlying assets(Source: 
AAOIFI). 


Voluntary and Charitable Sectors (Zakat and Wadf): 
Obligatory alms referred to as zakat which is one of the 
fundamental pillars of Islam that has direct economic bearing 
on the distribution of income and emancipation of the poor. It is 
obligatory for every Muslim whose wealth exceeds a certain 
threshold level (nisab) to distribute a percentage of their wealth 
and income among specified heads annually. The percentage of 
zakat varies from 2.5% paid on assets such as cash, gold, silver, 
goods for trade, etc. to 5% on agricultural products if the crops 
are irrigated or 10% if they use water from natural sources such 
as rain, rivers or springs. Shirazi and Amin (2009), who studied 
the potential for institutionalized zakat to reduce the rate of 
poverty in Organization of the Islamic Co-operation (OIC) 
countries, estimate that the maximum that can be collected 
through zakat ranges between averages of 1.8 percent to 4.3 
percent of GDP annually. 


Wagf is a charitable endowment that has wide economic 
implications and can play an important role in increasing social 
welfare. Whereas the corpus of this endowment is usually 
immovable assets such as land and real estate, moveable assets 
such as cash, books, grain to use as seeds, etc. are also included. 
In addition to providing support for religious matters, which 
was its original purpose, waqf can be established for provision 
of economic relief to the poor and the needy (Kahf, 2000). 
Quad al Hasan is one form of wagf is cash to be used either for 
providing interest-free loans or investing, with its return 
assigned to designated beneficiaries. 


Regulation and Supervision: Islamic banks may be exposed to 
displaced commercial risk, which is especially relevant where 
they are competing with conventional banks. This competition 
may force Islamic banks and their shareholders to forego part of 
their profits to pay comparable rates of return to their clients, or 
to avoid subjecting their investment account holders to having 
to bear losses in cases when the return on underlying assets falls 
short. The unique characteristics of Islamic Banks have been 
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addressed by specialized Islamic standard-setting bodies. 
Conventional standards apply in all banking systems. However, 
taking into account the unique nature of Islamic Banks, special 
standards have been developed through dedicated standard- 
setting bodies. The industry has two key standard setters: the 
Accounting and Auditing Organization for Islamic Financial 
Institutions (AAOIFI), established in 1990, for Shariah accou- 
nting and auditing standards, and the IFSB, set up in 2002, for 
regulatory and supervisory standards. These institutions have 
developed a wide range of technical standards and guidance 
notes, working closely with the Basel Committee and similar 
conventional standard-setting bodies to ensure coherence and 
consistency with their standards (IMF, April, 2015). 


The Shariah Board: In most jurisdictions, the function and 
role of ensuring Shariah compliance within an Islamic bank is 
the responsibility of a Shariah board, which oversees and is 
assisted by internal auditors, Shariah auditors, or external 
auditors (although the latter appear to be in the minority), and 
by Shariah review, control and research functions. Shariah 
boards can issue fatwa and rulings that are binding on Islamic 
financial institutions. Different types of Shariah board models 
exist in various jurisdictions. Shariah boards, in some cases 
within the Central Bank, which issue binding rulings for all 
Islamic banks. Many other countries adopt a decentralized 
approach where individual Shariah boards exist within each 
Islamic bank, with power to issue decisions that are only 
binding on the institution in which they are housed. (IMF, 
November 2015). 


Current Status of Islamic Financial Markets: Islamic finance 
is one of the fastest growing segments of emerging global 
financial markets, it is often stated that the market is far below 
its true potential. The pulse of the international Participation 
banking industry are the nine core markets — Bahrain, Qatar, 
Indonesia, Saudi Arabia, Malaysia, United Arab Emirates, 
Turkey, Kuwait and Pakistan. It is gaining popularity in western 
countries including UK, France, and Canada with the 
involvement of both government and the private sector. 
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According to Ernst and Young despite its growth it makes up 
only a fraction of the banking assets of Muslims. It has been 
growing faster than banking assets as a whole growing of an 
annual rate of 17.6% between 2009 and 2013, and is projected 
to grow by an average of 19.7% a year to 2018 (The Economist, 
September, 2014). The current size of the Islamic finance 
market ranges from $1.66 trillion to $2.1 trillion with 
expectations of market size to $3.4 trillion by the end of 2018 
(Naveed 2014). 


Islamic financial services continue to show strong 
participation in various regions. The percentage participation of 
Islamic financial assets in 2014; GCC countries is 34%, 
ASEAN, 13%, South Asia 12%, Turkey and ROW (Rest of the 
World) 6% (World Competitiveness Report, 2016). As per S&P 
Global Rankings Report of 2017, Islamic financial assets have 
shown tremendous growth in GCC countries, Malaysia, Iran 
and others (Fig.6.1). 


Fig.5.1.Islamic Banking Assets 2008-2015 (in Million $) 


@ Others 
& Iran 


@ Malaysia 


m= GCC 


2009 2010 2011 2012 2013 2014 2015 


Source: S&P Global Ratings Report, 2017 


Combined profitability of the top 20 Islamic banks has 
increased by US$1b to cross US$7b in 2014, growing with a 
CAGR of 14% during 2010-2014 (See Table 6.1). This resulted 
in healthy growth of ROE, which has positively contributed 
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towards increasing shareholder’s equity (22 banks have crossed 
the equity landmark of US$1b). 


Table 5.1Return on Equity of Leading Islamic versus 
Conventional Banks 


Average Average Average 
Particulars R ae ese - Growth 
2010-14 
Leading Islamic banks by 12.60% 23billion$ 14% 
assets 
Comparable conventional 14.50% 87 billion$ 11% 
average 


Source: World Islamic Banking Competitiveness Report, 2016 
Developments in India 


India, a secular and pluralistic society is the second 
largest Muslim population of the world. There is lack of 
awareness about the principles and practices of Islamic finance 
among Muslims and non-Muslims in India. Research indicates 
that nearly one-fifth of Muslims in the country are 
economically well off and are desperately looking for real 
Islamic investments. In addition, non-Muslims in India are also 
interested to know more about the benefits of Islamic finance. 
Considering the significance, the government of India has 
begun its discussions on the viability of introducing Islamic 
finance in India. 


There are however various types of Islamic Financial 
Organisations that carry out financial transactions on an interest 
free basis. There are several BaitulMals (House of Treasury 
where by charity funds are collected and spent on the poor and 
needy) working in cities as well as in villages. Only 10 to 15 
Islamic financial institutions with deposits of about Rs 75 crore 
are operating all over the country in various states. They are 
actually Non-Banking Finance Companies (NBFCs) which 
work on profits/loss basis. They are by and large catering to the 
needs of local area except a few of them operating across 
districts or states. Their sources of funds are limited and as a 
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result these banks have to operate on small scale (Jeet Singh & 
Preeti Yadav, 2013). 


A study on shariah compliant stocks in Indian stock 
market reveals that the current share of shariah compliant 
market capitalization (6lpercent) is highest even when 
compared with the number of Islamic countries such as 
Malaysia, Pakistan, Bahrain etc. where share of shariah 
compliant market capitalization was 57 percent, 51 percent, and 
6 percent respectively of the total market capitalization(Shariq 
Nisar, 2008). 


Table 5.2 Shariah Compliant Stocks in India during 
December, 2007 


BSE 
500 


Number of Companies in the sample 1331 500 
Number of Shariah Compliant 


Parameter NSE 


405 257 
companies 
% of Shariah compliant market cap of 
ial 61.4 | 60.44 


(Source: Shariq Nisar, 2008) 


It was not long ago that infrastructure finance in India 
was entirely borne through budgetary provisions and resources 
of public sector infrastructure companies. Recently significant 
numbers of private players have invested in building and 
operating infrastructure assets ranging from road to ports, 
airports, and power and tele-communication sector. According 
to estimates 50% of the infrastructural investment would be met 
by budgetary resources, still remaining Rs. 32, 50,000 crores 
need to be met through debt and equity instruments. A funding 
gap of Rs. 14,60,784 crores which is 22.47 % of total required 
investment is projected (Working Sub-Group on Infrastructure, 
2013). In the dried up investment atmosphere of India, sukuk 
can be one way out. By the nature of sukuk, the returns are 
directly based on the revenue generation by the projects; 
therefore there is no liability for the interest to be paid to the 
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investors(YashMajeethia, 2014). The table below shows the list 
of major Islamic financial institutions in India published by 
Islamic Finance WIKI, 2016. 


Table 5.3 List of Major Islamic Financial Institutions & 
Advisory in India, 2016 


Alternative Investments and Credits Limited 
Janseva Cooperative Credit Society Ltd. 

Sahulat Microfinance Society 

Secura Investment Management 

Zamzam Capital LLP 

Zayd Chit Funds Pvt. Ltd. 

Advisory 

Taqwaa Advisory and Shariah Investment Solutions 
Infinity Consultants 

(Source: http://wiki.islamicfinance.de/index.php/ 
Islamic_financial_ institutions#India) 


According to Report by Grail Research, part of US-based 
management consultancy Monitor Group, —India could be a 
significant market for Islamic banking institutions, provided 
there is a favourable change in regulatory environment and 
increased awareness among Muslims and India as a whole. 
Planning Commission of India constituted a Committee on 
Financial Sector Reforms under DrRaghuramRajan, former 
IMF Chief Economist and RBI governor recommended interest 
free finance to be introduced in the main Banking sector with 
the objective of inclusion and growth through innovation.While 
interest-free banking is provided in a limited manner through 
NBFCs and cooperatives, the Committee recommends that 
measures be taken to permit the delivery of interest-freefinance 
on a larger scale, including through the banking system. This is 
in consonance with the objectives of inclusion and growth 
through innovation. 
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Kerala and Islamic Finance 


Kerala has a good potential in exploring the avenues of 
Islamic finance since 26.56% of the population constitute 
Muslim community. Interest free institutions in Kerala 
originated during 1970s.Between 1970 and 1995 the number of 
institutions increased from 6 to 59. By 2010, it reached to 390 
(Yaqoob, 2009). 


In Kerala more than 500 interest free institutions are 
working in organized and unorganized sector. Few are 
registered as finance company and co-operative society. In a 
study on Thanal, an Islamic microfinance institution 
functioning in Marancherypanchayat of Malappuram district, it 
was found that it improved saving habit of people in coastal 
area. Lack of government support and professional approach 
will affect the expansion (Muhmmed K Palath, 2011).A case 
study of Athani, an interest free microfinance initiative 
operating at Kuthiyathodepanchayath of Alappuzha district, 
Kerala ,which aims to alleviate rural poverty by providing 
financial as well as non-financial services to the rural poor for 
generating employment and to setting up microenterprises. 
Results show that household income, expenditure on children’s 
education, housing conditions, drinking water source, 
consumption of nutritious food, expenditure on clothes, 
spending on food items and ownership of household asset had 
increased significantly due to the influence of invested money 
(Ameer P.A, 2013). 


Kerala has financial companies and NBFC functioning 
on Islamic financial principles. Secura is an investment 
Management company in association with reputed professionals 
in business to provide investments management services to 
venture capital funds, real estate investment trusts, mutual 
funds, offshore funds, private equity funds or any other funds. 
ZirvaShariah Securities is the exclusive Shariah compliant 
stock broker in India. Over the last three years ZirvaShariah 
Securities has built an astounding record of helping its clients 
earn market beating return on their investments by giving high 
performing Shariah compliant stock picks. Alternative 
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Investments and Credits Limited (AICL) (2000) is a finance 
company operating on Islamic Finance principles of equity and 
justice through its successful operation by declaring dividends 
over the years has set the path for Islamic Finance institutions 
in the Country. Cheraman Financial Services Limited, a non- 
banking finance company registered with RBI promoted by 
the Kerala State Industrial Development Corporation focusing 
on Shariah compliant financing projects was launched in 
2013. The group carries out financial leasing and equity 
funding activities through this vertical on a pan India basis. 


The present study focuses on ‘Secura’, a venture capital 
investment company working on shariah principles. Along with 
the geographical spread of investments, the fund capitalizes on 
both the early mover advantage as well as reaps the benefits of 
economies of scale in the implementation/construction stage of 
its various investments/projects. The present study by making a 
case study of working and performance of Islamic financial 
company (SECURA) in Kerala attempts to explore the type of 
financial contracts undertaken by the company. The working of 
the company is presented in the next section. 


Islamic Financial Practices and Underlying 
Instruments of ‘SECURA’, an Islamic Investment 
Management Company 


Asset management companies offer their intermediary 
function not only to households, business firms and 
governments, but also to the other categories of financial 
intermediaries. By pooling savings from a large group of 
investors, asset managers can reduce risk by helping individuals 
diversify their financial wealth amongst many more assets than 
they could afford to do in general, given transaction costs. Real 
estate investments fall into two broad categories: residential and 
commercial. Residential real estate includes all single family 
units, buildings meant for one to four families. Commercial real 
estate investments focus on land or buildings that have profit 
generating activity (Mishkin 2008). 


245 Banking and Financing 


The opportunities for Islamic asset management are open 
and closed-end mutual funds; equity benchmarks; leasing 
companies involved in asset-backed financing. Islamic 
investment financial institutions provide venture capital 
financing to small, medium and big companies in a number of 
sectors. They avoid involvement in prohibited and unlawful 
activities and their services relate to venture capital and 
corporate finance, including syndication finance and 
transactions in the capital markets. Islamic corporate finance 
activities of investment institutions are similar to conventional 
corporate finance except that the products and services offered 
are Shariah-compliant(Muhammad Ayub, 2007). 


The present section elucidate the working of the Islamic 
Investment Management Company ‘Secura’, located at Calicut, 
Kerala. 


SECURA - An Investment Management Company 


SECURA is an investment management company by Hi 
Lite group to provide investment management services to 
venture capital funds, mutual funds and other private equity 
funds. HiLITE group, founded by a team of professionals that 
joined in the late nineties has its business operations based at 
Calicut. Teamed with professionals equipped with dedication, 
competence and extensive experience in all the fields that the 
group has its business activities, HiLITEevolved as a group in 
the early 2007. The management team of Secura includes 
professionals having experience in real estate, legal, corporate, 
finance and other sectors. Securahas created a unique model in 
the Venture Capital Industry as well as in the Shariah 
compliant financial models in India. 


SECURA through its Real estate Fund helps enterprises, 
which may not fall within the norms of conventional financing. 
In the case of high growth and high risky ventures, like real 
estate projects and those promoted by new entrepreneurs, the 
intellectual capital by way of the project idea/concept and the 
relevant track record are often the major contributions from the 
promoters. At this stage, the venture capitalist steps in with his 
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contribution by way of equity / equity related instruments 
besides other value added and need-based services such as 
strategic management support etc. After the enterprise settles 
down with profitable operations and normally with capability to 
raise funds from conventional sources, the venture capitalist 
exits by selling out his shareholding. Besides investment and 
project managing services, it offers advice and guidance 
regarding legal matters to clients. The Project Management 
Consultancy of the Company undertakes the leasing of 
residential, commercial and retail spaces for the projects run by 
the company as per necessities. 


SECURA - An Alternative Islamic Financing Model 


The Fund launched by SECURA is the First SEBI 
Registered Real Estate Venture Capital Fund in Kerala and First 
Shariah Compliant Venture Capital Fund in India. Over the 
period Secura has created its own unique benchmark in the 
Venture Capital Industry as well as in the Shariah compliant 
financial models in India.It is a close-ended venture capital 
fund with a focus on the Indian real estate and allied 
sectors. This fund was formed as a contributory trust under the 
provisions of Indian Trust Act, 1882. The trustee of the Fund is 
IL&FS Trust Company Ltd. The Shariah certification of the 
fund is done by Taqwaa Advisory and Shariah Investment 
Solutions (TASIS).Members of TASIS Shariah Board are highly 
qualified and have vast exposure in the field ofcommercial 
transactions. Apart from India, Board members provide Shariah 
consultancy services in the countries of Europe, North America 
and Africa. 


Venture Capital financing is a mechanism to institutionalize 
innovative entrepreneurship. The Venture Capital investment in 
any real estate projects are typically at "Land Cost" stage, 
means a fund invests and collaborates with developers/land 
owners from inception to completion. Along with the 
geographical spread of investments, the fund capitalizes on both 
the early mover advantage as well as reaps the benefits of 
economies of scale in the implementation/ construction stage of 
its various investments/ projects. The concept of Islamic 
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venture capital comes under Mudarabah or Profit — Sharing 
of Islamic financial contracts. 


Mudarabah or Profit — Sharing 


Mudarabah is defined as a form of partnership between 
one who contributes capital (rabb al-mal or capital provider) 
and the other who contributes efforts in the form of managerial 
skills (mudarib or manager) Al-Zuhaily (2007); Abdullah M., 
Shahimi. S & Arshad N.C (2008). It is basically a contract 
made between two parties to finance a business venture. The 
parties are a rabb al-mal (investor) who solely provides the 
capital and mudarib(entrepreneur) who solely manages the 
project. This is akin to a conventional Venture Capital, where 
there exists a relationship between the capital provider and the 
manager. If the venture is profitable, the profit will be 
distributed based on a pre-agreed ratio. In the event of a 
business loss, it should be borne solely by the capital provider 
to the extent of the capital contribution. The key to a 
Mudarabah structure is the fact that the manager cannot be 
placed at risk to bear losses, unless proven negligent. 


It is necessary for the validity of Mudarabah that the 
parties agree, right at the beginning, on a definite proportion of 
the actual profit to which each one of them is entitled. The 
Shariah has prescribed no particular proportion; rather it has 
been left to their mutual consent. They can share the profit in 
equal proportions and they can also allocate different 
proportions for Rab-ul-Maal and Mudarib. TheMudarabah will 
stand terminated when the period specified in the contract 
expires. It can also be terminated any time by either of the two 
parties by giving notice. In case Rab-ul-Maal has terminated 
services of Mudarib, he will continue to act as Mudarib until he 
is informed of the same and all his acts will form part of 
Mudarabah (Muhammad Imran Ashraf Usmani, 2002). 


Modus operandi of ‘Two-tier Mudarabah 


The first tier of Mudarabah agreement is between the bank and the 
depositors, who agreed to put their money in the bank’s investment account 
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and to share profit with it. In this case depositors are the capital providers 
(rabb-al-mal) and the bank function as a manager of the funds. The second 
tier of the mudarabah agreement is between the bank and the entrepreneur 
who seek financing from the bank; who agree that the profits accruing from 
the business will be shared between them and the bank in an agreed 
proportion but the loss shall be borne by the financier only. In this instant 
bank functions as a provider of capital and the entrepreneur works as a 
manager (Maas Riyas Malik, 2010). 


SECURA does the professional fund management 
services from the structuring of the Fund to the end of the fund 
through its life cycle. SECURAmanages two Domestic schemes 
of the Secura India Real Estate Fund viz; Domestic Scheme 1 
and 2, which has been organised as a scheme of the Secura 
India Real Estate Fund.SECURA seek to make investments in 
privately negotiated equity and equity linked investments in 
unlisted or listed companies in India or in other countries 
subject to the prevailing regulations and laws in India. It is 
anticipated that the Fund will invest in sectors related to Real 
Estate related activities. Scheme lof the Fund is invested by 
investors with a minimum amount of 5 Lakhs without 
maximum caps as per the SEBI (The Securities and Exchange 
Board of India) Regulations. Domestic Scheme 1 has wound up 
with successful payback record and the second scheme, Secura 
India Real Estate Domestic Scheme 2 is in investment stage. 


It launched a new Altermative Investment Fund, Secura 
India Realty AIF. This is the third investment fund managing by 
Secura Investment Management (India) Pvt Ltd.The AIF with 
minimum 1 crore investment size, as per SEBI Regulations, 
targets to invest in privately identified realty and development 
projects to raise Rs. 200 crore with the green shoe option of 
Rs.100 crore more. IL&FS Trust Company Limited (ITCL), 
Mumbai is the trustee to the Fund and Taqwaa Advisory and 
Shariah Investment Solutions Pvt Ltd (TASIS), Mumbai is the 
Shariah Auditor. The amount can be paid in instalments in 
three years; with a down payment of 10 per cent of the capital 
commitment. The tenure of the fund is seven years from the 
final closing. 
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The primary objective of the fund is to carry out 
investments as permissible under the regulations of SEBI and 
raise resources to provide venture capital assistance to portfolio 
companies operating in the Indian real estate and allied sectors 
to generate superior risk-adjusted returns. With the investment 
potential in real estate sector is growing at a steady pace, he 
said the company is looking at an annualised RoI (Return on 
Investment) of 15-20 per cent, with a profit share post hurdle of 
80:20 with catch-up. While the company’s first scheme, Secura 
India Real Estate Fund Domestic Scheme 1, has completed with 
a payback record of 18 per cent per annum, the second scheme, 
Secura India Real Estate Domestic Scheme 2, is in the 
investment stage and its tenure will be over in 2017. The 
company has investments in four ongoing real estate projects in 
Kozhikode and had earlier invested in four other real estate 
projects, which are already completed. It has IL&FS Trust 
Company Ltd as trustee and Taqwaa Advisory and Shariah 
Investment Solutions Pvt. Ltd as Shariah advisor (October 17, 
2016, The Hindu, Business Line). 


Thus, it provides the benefit of a defensive investment 
alternative. Secura delivers a unique business model to achieve 
the reasonable return at every stage of business cycle. This is 
achieved through various thoughtful processes. 


Securadoes joint ventures with reputed entrepreneurs to 
develop commercial, residential, or retail properties in Kerala, 
especially in northern Kerala. It divides its funds among 4 or 5 
projects to hedge the risk. Each and every step of the 
investment and disbursement is being monitored by TASIS 
(Shariah certification firm). They do Shariah auditing every 
three months, it covers both, the investment and disbursement 
of the fund. Secura issued units to investors at the face value till 
the Initial Closing. After the Initial Closing it charged 2% and 
4% premium respectively to investors who chose to invest after 
the Initial Closing. Premium is allowed in Shariah, because it is 
an additional capital brought by investors who have invested at 
a later stage to share profits proportionately with their 
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counterparts, who had invested earlier. It is called Wakala in 
Islamic finance. 


Wakala 


The literal meaning of a ‘wakala’ is an agency or a 
delegated authority where the muwakkil (principal) appoints the 
wakil (agent) to carry out a specific job on behalf of the 
muwakkil.. An action performed by the wakil as an agent on 
behalf of the muwakkil is deemed an action by the muwakkil 
himself. However, the wakil is under a duty of care and skill to 
act diligently when performing his obligations. The subject 
matter of the agency and the obligations of the wakil should be 
known and defined and should not contravene Islamic Shariah 
principles. ‘Wakalahbil-ujrah’(agency contract with fee) takes 
place in the venture capital concept when other external 
companies/managers, usually experts in the business area 
undertaken by the investee, are hired to consult and help the 
investee company. If the Venture Capital Company operates on 
fee-based contracts, wakalahbil-ujrahwill come into the picture 
(A Jaleel, 2002). 


SECURA manages the whole affairs of the construction 
projects from the conceptual stage to commissioning. It 
includes administration and operation of the projects, project 
procedure systems, project coordination systems,concept 
creation, design analysis, appoint of contractors and 
consultants, purchase and procurement management, quality 
inspection, status, progress and information management, 
schedule management, integrated schedule _ structuring, 
execution system, payment systems structure, budget control 
and project cash flow. 


Leasing or Ijarah 


By separating an asset’s ownership rights from use rights 
leasing principle or ijarah makes the use of an _ asset 
independent from its financing. The owner of the assets bears 
all the risks associated with ownership and the user of the asset 
pays a fixed price or rent for the benefits of the asset. One can 
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use an asset without owning it. Therefore, ijarah plays an 
important financial role (Kahf, 1992). 


SECURA develops Joint Venture properties which will 
be leased first and sold out later and it will share the profit or 
loss. It does not lease its joint venture projects — to firms 
involved in a) Manufacture, sale or distribution of alcohol, 
narcotic substances or tobaccoproducts;b) Gaming or 
gambling; 

c) Manufacture or distribution of weapons and defense related 
products; 

d) Production, processing, packaging, or any other business 
activity relating to pork or pork products and other non- halal 
meat products; 

e) Conventional banking and investment, insurance or 
any other interest related financial services activity. 

f) The production or distribution of pornographic materials 
or conduct of business involving vulgar entertainment. 


Projects of SECURA 


Diverse projects managed by Secura comprise of 
commercial, retail and residential purposes. In the commercial 
and retail category four projects were completed and four are 
on going. The completed commercial projects are EMPORA 
ASTER, EMPORA VIEWS and EMPORA GEMZ. EMPORA 
ASTER is located at Malaparamba junction, Calicut. The land 
area of this project is 28.98 cents. The building structure of the 
project is of B+G+3 storied Commercial and office space 
comprising 18,262 sq.ft. with a saleable area of 12,820 sq ft. 
EMPORA VIEWS is located at Malaparamba junction, Calicut. 
The land area of this project is 27.78 cents. The building 
structure of the project is of 2B+G+6 storied Commercial and 
office space comprising around 31,826 sq feet with a saleable 
area of 25,000 sq ft. EMPORA GEMZ is located at NH By-pass 
Thondayad, Calicut. The Land area of the project is 25.93 cents 
and structure of building is B+G+6 storied. Commercial and 
office space comprising around 13,959 sq feet with a saleable 
area of 12,100 sq ft. The Autumn Leaves is Housing Layout 
Development with common amenities, recreational spaces etc. 
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This would be suitable for construction of budget houses with 
all modern amenities at affordable cost. The project is located at 
Velliparamba, near Medical college Calicut having access from 
Thondayad Bypass too via Palazhi. The total land area of the 
project is of 2 acres and 26 plots ranging from 4 cents to 8 
cents.‘Autumn Leaves’ formed as a gated community which 
provides facilities like independent villa plots, 5 meter wide 
road, recreation area, children play area, round the clock 
security, landscape, connection points of KWA and KSEB. 


Financial Performance of Islamic Investment 
Company — “Secura” 


Financial performance analysis is the process of 
determining the operating and financial characteristics of a firm 
from accounting and financial statements. The goal of such 
analysis is to determine the efficiency and performance of 
firm’s management, as reflected in the financial records and 
reports. The remarkable development of the Islamic banking 
sector throughout the world calls for an analysis of the degree 
of performance of Islamic banks. Financial performance can be 
analysed through various tools or techniques of financial 
analysis such as comparative financial analysis, common-size 
financial analysis, Trend analysis, Fund Flow Analysis, Cash 
Flow Analysis, Ratio Analysis, value Added Analysis. The 
present study uses ratio analysis for analysing financial 
performance of Secura, an Islamic investment management 
company in Kerala during 2009-10 to 2013-14. 


Ratio Analysis 


The financial ratios used for analysing performance of a 
financial institution are grouped under three broad categories: 
profitability; liquidity and risk and solvency. The objective in 
using a ratio when analysing financial information is to 
standardise financial data of a firm or firms at different periods 
of time. It helps us identify financial strengths and weaknesses 
of a company (Arther J Kewon, 1999) 
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Profitability Ratios 


The major profitability ratios used in this study are 
Return on Asset (RAO), Return on Equity (ROE) and Profit 
Expense Ratio (PER). 


Return on Asset (ROA) shows the ability of management to 
acquire deposits at a reasonable cost and invest them in prof- 
itable investments (Ahmed, 2009).Return on assets indicates the 
profitability on the assets of the Bank after all expenses and 
taxes. ROA can be increased either by increasing profit margins 
or asset turnover but they can’t do it simultaneously because of 
competition and trade-off between turnover and margin. ROA 
is net earnings per unit of a given asset. 


Return on Asset = Profit after tax/ total asset. The higher 
values of return on assets shows business are more profitable 
and vice versa. 


The present study covers the period from 2009-10 to 
2013-14 during which the Company manages its first domestic 
scheme. The Fund is invested by investors with a minimum 
amount of five lakhs without maximum caps as per the SEBI 
Regulations. Return on Asset, one of the important profitability 
indicators of the company during the initial stage of the 
launching of the fund is negative (2009-2011). In 2012-13 it 
becomes 13% and comes to 84% during 2013-14 (See Fig 6.1). 
Domestic scheme 1 has winded up during 2013-14 and 
Company pay back pre-agreed rate of profits to its investors. 


Fig 5.2 Return on Asset (ROA) during 2009-2013 
ROA (in %) 


56 —— ROA (in %) 


2008-10 2010-11 2011-12 2012-13 2013-14 


Source: Financial Statements of the Company, various years 
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Return on Equity (ROE) 


ROE is a key profitability ratio that investors use to 
measure of the amount of a company's income that is returned 
as shareholder equity. This metric reveals how effectively a 
corporation is at generating profit from the money that equity 
investors have put into the business. Higher ROE means better 
managerial performance; however, a higher return on equity 
may be due to debt (financial leverage) or higher return on 
assets. It is calculated as Return on Equity (ROE) = Profit after 
tax/equity capital. Even though company faces negative returns 
for 3 years, it was compensated in the subsequently coming 
years. Return on equity is highest in the year 2013-14 (See 
Table.6.1). Since the business of the company is a long term 
nature, it successfully managed domestic scheme 1 and pay 
back its investors. 


Table 5.4 Return on Equity 


2009 | 2010- | 2011- | 2012- | 2013- 


Year “19 11 12 1B 14 Mean | S.D C.V 
ROE (in 51. 
%) -8 -8 5 14 112 2M 69 2.46 


Source: Financial Statements of the Company, various years 
Profit Expenditure Ratio (PER) 


Profit-Expenditure Ratio helps managers and owners 
assess the business’s financial health. Expenditure of the 
company increases due to various expenditure items. However 
company’s profit can be increased in tune with the rise in 
expenditure. It is calculated by dividing profit by total expense. 
The higher ratio indicates higher ability and therefore is an 
indicator of better performance. It can understand that with the 
rise in expenditure of the company, profit also rises (See 
Graph.6.3). 
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Figure 5.3 Profit Expenditure Ratio 


PER 


NOnwu 


Source: Financial Statements of the Company, various years 


All the indicators of profitability of the Islamic financial 
company are positive during the five year period of study. The 
company can make profits only through shariah approved 
projects. In spite of this, the indicators of profitability of the 
Company show that it upholds a favourable level of 
profitability. The average Return on Assets stood at 15% and 
Return on Equity is 21% during 2009-2013. 


Liquidity Indicators 


The major indicators of liquidity are Current Ratio (ratio 
of liquid assets to current liabilities) and Current Asset Ratio 
(Ratio of current asset to total asset). The liquidity of a 
business is defined as its ability to meet maturing debt 
obligations. 


Current ratio = Current asset/current liability. It 
indicates how the bank management has been able to meet 
current liability. A high ratio is an index that shows bank has 
more liquid asset to pay back the trust (deposit) of the 
depositors. Current Ratio indicates whether the company can 
pay debts due within one year out of current assets. It was 15.49 
in the starting year of the Company rose to 98.81 in 2010 and 
then falls to 14.12 in 2012-13. In the year 2013-14, it falls to 
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3.92 due to disclosure of first domestic scheme. Conversely, it 
shows consistency during the period (See Table.6.5). 


Table 5.5Current Ratio and Current Asset Ratio 


2009 | 2010 | 2011 | 2012 | 2013 
Year “19 “i 12 13 “14 Mean S.D C.V 


CR | 15.49 98.81 41.06 | 14.12 | 3.92 | 34.69 | 38.36 1.1 


CAR | 0.99 | 0.99 | 0.99 | 0.99 | 0.98 0.99 | 0.004 | 0.004 


Source: Financial Statements of the Company, various years 


Current Asset Ratio(CAR) shows the ratio of current assets to 
total assets of the company. It is a major indicator showing 
liquidity of a company. It indicates the extent of total funds 
invested for the purpose of working capital and throws light on 
the importance of current assetsof a firm. A high CAR 
indicates that a bank has more liquid assets. A lower ratio is a 
sign for illiquidity as more of the assets are long term in nature. 


Since Secura is a real estate venture capital company its 
assets are of fixed nature. However it can retain current asset 
ratio to a favourable level for past five years. It shows that 
company can easily cover its short-term obligations. 


Risk and Solvency Ratios 


A bank is solvent when the total value of its asset is 
greater than its liability. A bank becomes risky if it is insolvent. 
The following are the commonly used measures for a risk and 
insolvency. The ratios used are Debt Equity Ratio, Debt to 
Total Asset Ratio and Equity Multiplier. 


Debt Equity Ratio (DER) = Debt/equity capital. The debt-to- 
equity ratio is a financial ratio indicating the relative proportion 
of shareholders' equity and debt used to finance a company's 
assets. A high debt/equity ratio generally means that a company 
has been aggressive in financing its growth with debt. A low 


257 Banking and Financing 


debt/equity ratio usually means that a company has been 
friendly in financing its growth with debt and more aggressive 
in financing its growth with equity. The debt to equity ratio is 
also called the risk ratio or leverage ratio. It is a quick tool for 
determining the amount of financial leverage of a company. 


Debt to Total Asset Ratio (DTAR) = Debt/total asset indicates 
the financial strength of a bank to pay its debtor. A high DTAR 
indicates that a bank involves in more risky business. Debt to 
Asset Ratioshows the proportion of a company's assets 
financed through debt. It can be inferred that the Company is 
maintaining a low level of debt (See Table.6.6). 


Table 5.6 Debt Equity Ratio& Debt to Total Asset Ratio 


‘ 2009 2010 | 2011 | 2012 | 2013 
Variables “19 “41 12 13 “14 Mean | S.D | C.V 


DER | 7 1 2 8 33 10.2 | 13.1 | 1.28 


DTAR | 6 1 2 7 25 8.2 9.73 | 1.18 


Source: Financial Statements of the Company, various years 


Equity multiplier (EM)The ratio of total assets to 
shareholder’s equity is referred to as equity multiplier. It 
captures the effects of how a company finances its assets, 
referred to as financial leverage (Pamela and Fabozzi, 1999). 


It is the amount of assets per rupee of equity capital. It 
has more equity capital compared to assets shown by its equity 
multiplier. Larger equity capital indicates a higher shock 
absorbing capacity for the Islamic financial institution. A ratio 
of 1.1 means that Company’s debt levels are extremely low. 
Only 10 percent of its assets are financed by debt. Conversely, 
investors finance 90 percent of its assets. This makes company 
very conservative as far as creditors are concerned. 
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Fig.5.4 Equity Multiplier 


EM 
2013-14 
2012-13 
2011-12 
2010-11 
2009-10 
0.00 035 0.70 1.05 


140 


Source: Financial Statements of the Company, various years 


The Company’s performance of risk and solvency 
between 2009-10 and 2013-14 revealed that Debt Equity Ratio, 
Debt To Asset Ratio and Equity Multiplier were decreasing 
over the years and retain consistency 


Table 5.7 Financial Ratios of SECURA in General during 


2009-2013 
Ratios Mean S.D C.V 

ROA (%) 15.2] 39.44 2.59 
Profitability ROE (%) 21) 51.69 2.46 
Ratios 

PER 0.4 1.94 4.87 

CR 34.69) 38.36 1.1 
Liquidity Ratios 

CAR 0.99} 0.004 0.004 

DER (%) 26.29 13.10 1.28 
Risk & Solvency | nraRcs) 8.2 9.73 1.18 
Ratios 

EM 1.09 0.13 0.12 


Source: Financial Statements of the Company, various years 
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It can be found that all the three profitability ratios of the 
Company are favourable. Even though company can maintain a 
healthy position in terms of average, S.D and C.V value shows 
a volatile picture especially because company’s first scheme 
was completed at the end of four years and cross the threshold 
into investment stage of second scheme. It was also due to 
negative returns in the first two years (2009 and 2010) of the 
starting up of the company. Liquidity ratios presents that the 
liquidity position of the Company is good. It maintains a 
laudable level of current assets so that it can boost up the 
confidence of investors of the company. The risk and solvency 
indicators such as Debt Equity Ratio, Debt to Asset Ratio and 
Equity Multiplier show consistency during the five year period. 
Thus, when compared liquidity and risk and solvency ratios, 
profitability ratios are more volatile. 


The overall picture of the financial performance of the 
company reveals that profitability, liquidity and risk solvency 
of the company is favourable. Company’s activities are based 
on asset backed financing and can maintain its profitability 
even if it is sector diagnostic. It’s functioning is worthwhile 
and comparable to its conventional counterparts. The liquidity 
position of the company is also worthy. It completed four real 
estate projects successfully and managing four ongoing 
projects. The low debt levels of the company show that it can 
attract more investors and clients easily. The study summit that 
Islamic financial institutions have high potential in Kerala and 
it provides an alternative financing model. 


Conclusion 


The present study focuses on Secura, a venture capital 
Islamic investment management company working on shariah 
principles. It reduces the risk profile of real estate as an asset 
class by offering diversified investment portfolio managed by 
experienced investment managers. Two-tier Mudarabah model 
is the basic theoretical model used by Islamic financial 
institutions to structure venture capital. Under this model, a 
bank or company is organised as a joint stock company with the 
shareholders supplying the initial capital. It is managed by the 
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shareholders through their representatives on the board of 
directors. Its main business is to obtain funds from the public 
on the basis of mudarabah or profit sharing and to supply funds 
to businessmen on the same basis. Its gross income comprises 
the share in the actual profits of the fund users, in accordance 
with an agreed ratio of profit sharing. Its services include tax 
advisory, financial structuring, merger and amalgamation and 
other corporate matters. These agency services come under 
wakala of Islamic contracts. Secura also practices ijarah or 
leasing. It develops joint venture properties which will be 
leased first and sold out later and it will share the profit or loss. 
It does not lease its projects to firms involved in shariah 
prohibited activities. 


The study analyzed financial performance of the 
Company from 2009-10 to 2013-14 during which the company 
manages its first domestic scheme. Return on Asset, one of the 
important profitability indicators of the company during the 
initial stage of the launching of the fund is negative (2009- 
2011). In 2012-13 it becomes 13% and comes to 84% during 
2013-14. Domestic scheme 1 has winded up in 2013-14 and 
Company pay back pre-agreed rate of profits to its investors. 
Profit-Expenditure Ratio shows a_ satisfactory level. 
Expenditure of the company increases due to various 
expenditure items. However company’s profit can be increased 
in tune with the rise in expenditure. The company can make 
profits only through shariah approved projects. In spite of this, 
the indicators of profitability of the Company show that it 
upholds a favourable level of profitability. The average Return 
on Assets stood at 15% and Return on Equity is 21% during 
2009-2013. 


The major indicators of liquidity are Current Ratio and 
Current Asset Ratio. Liquidity ratios present that the liquidity 
position of the Company is good. It maintains a laudable level 
of current assets so that it can boost up the confidence of 
investors of the company. It completed four real estate projects 
successfully and managing four ongoing projects. Current ratio 
was 15.49 in the starting year of the Company which rose to 
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98.81 in 2010 and then fell to 14.12 in 2012-13. In the year 
2013-14, it fell to 3.92 due to disclosure of first domestic 
scheme. Conversely, it shows consistency during the period. 
Though most of the assets are of fixed nature, it can retain 
current asset ratio to a favourable level for past five years. It 
shows that company can easily cover its short-term 
obligations.The risk and solvency indicators such as Debt 
Equity Ratio, Debt to Asset Ratio and Equity Multiplier show 
consistency during the five year period. 


Thus ‘Secura’ accomplishes as an intermediary not only 
to households, business firms and governments, but also to the 
other categories of financial intermediaries. By pooling savings 
from a large group of investors, it reduces risk by helping 
individuals diversify their financial wealth amongst many more 
assets than they could afford to do in general, given transaction 
costs. It promotes innovative entrepreneurship through venture 
capital financing. It also provides a high level of liquidity to 
their clients by investing in assets that are relatively illiquid. 
Unlike other investments real estate investments are more 
comfortable because they are real. The services of the Company 
are shariah complaint too. It is practicing PLS principle in a 
commendable way. The study underlines that Islamic financial 
institutions have high potential in Kerala and it provides an 
alternative financing model. 
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Feasibility of Islamic Banking: 
A Case Study on the Banking System of 
Kerala Society 


Sreeraj V G and Muhlisa Rasheed A 


We are living in a world with a deep level of inequality 
in every sense. In other words, we can see several countries 
experiencing higher development on one side, and some other 
group of countries passing through a low level of growth and 
development. Why is this kind of deep inequality persisting in 
the world? As we know if a country needs to reach a higher 
stage in the path of development, that particular nation should 
achieve high growth with structural changes in financial, social, 
cultural, political and other aspects of the economy. When we 
look into the third world countries like India, they are far away 
from these structural changes. Despite the seventy years of 
Independence, India is still facing acute unemployment; the 
majority of Indians are unable to meet the basic needs and 
economic disparity is at its apex level. Obviously, it is the hour 
to rethink our developmental path and makes solutions to 
rescue India from these social evils. Kerala state remains a 
special case with diversified traits among other states of India. 
Our study focuses this unique state which is popularly known 
as God’s own country having high literacy, less gender 
inequality, low ethical issues and high gulf migration. Despite 
the third stage of demographic transition, Kerala faces high 
unemployment too. This study intends to suggest Islamic 
banking as a strategy to improve the present financial condition 
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of the state, as well as the nation and thereby improve the 
overall development of the economy. 


Islamic Banking 


Islamic finance is an interest free financial system based 
on ‘Shariah’ Principles, which is an Islamic moral and religious 
law strictly followed by Holy ‘Quran and 
Sunnah’. ‘Shariah’ differentiates Islamic finance from the 
conventional banking system. The major difference is that 
financial services of collecting and paying of interest are 
prohibited in Islamic law. Like all banking systems, this 
Interest-free banking system is also based on certain sources of 
laws. The primary sources are the Holy Quran, Sunnah, and 
consensus of legal scholars. Conclusion by analogy, customary 
law, own approval certificate come under the secondary source 
category. Islamic banking is based on the PLS system 
(Shakeela Banu,2014) that is profit sharing, and loss bearing 
system on one hand and prohibition of ‘riba’, interest rate or 
usury from lenders and borrowers on the other. In addition to 
the no-interest rule, it also revolves around another principle 
such as the prohibition of high-risk ventures, gambling, dealing 
in certain forbidden commodities like pork, alcohol, arms and 
ammunition for promoting the welfare of the society and 
rescuing the people from exploitation and consequences of 
speculation. 


Statement of the Problem 


According to the Global Financial Development Report 
2014, the proportion of adult population holding bank accounts 
is 20 per cent in the Organization of Islamic Cooperation (OIC) 
member countries. The reason is that Muslims’ voluntarily 
exclude themselves from the interest-based financial services. 
Most of the common people move away from the banking 
services because of the fear of high-interest rate followed by the 
attachment of properties. Now there are 300 banks and 250 
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mutual funds around the world complying with Islamic 
principle. In the global financial system, the overall share of the 
banking services following the Islamic principle is between 5 to 
6 percent. There are 25 Islamic financial institutions in the 
USA. According to the World Islamic Banking Competitive- 
ness Report 2016, Saudi Arabia, Malaysia, United Arab 
Emirates, Kuwait, Qatar, and Turkey represented over 87 
percent of the international Islamic banking assets. Besides this, 
the non-Muslim countries like China, Germany, UK, and the 
US also follow this system. Between 2009 and 2013 Sharia- 
compliant banks grew at an annual rate of 17.6 per cent. In 
2008, the former RBI governor Raghuram Rajan recommended 
setting up interest-free banking facilities in India. 
Unfortunately, RBI has decided not to pursue the proposal to 
introduce Islamic banking in India. So, if we consider it beyond 
a religious norm, it may play a vital role in the economic 
development of our country. It works as a facilitator between 
depositors and investors and it depends upon mutual faith. It 
attracts common people into the banking sector and funds are 
transferred for productive investments. It opens _ the 
competitiveness against other commercial and cooperative 
banks and creates efficiency in our financial system. High bank 
charges and interest rates are considered as a burden for 
common people while making credit. The economic conditions 
in Kerala are favourable for starting Islamic banking system. In 
this context, it is timely to examine the feasibility of Islamic 
banking as an alternative for conventional banking system in 
Kerala. 


Majority of the studies expose the challenges and 
requirements for the setup of Islamic Banking in different parts 
of the country. Majority of the studies further unfold that 
Islamic Banking is the best alternative to include the financially 
excluded people. However, there is no comprehensive study 
which examines the feasibility of Islamic Banking Institutions 
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in Kerala. Hence, the present study makes a humble attempt at 
this direction. 


The problem relates to “how the state like Kerala should 
adopt Islamic banking system which is based on partnership 
rather than interest rate”. The striking component of this study 
is to find how far the people of Kerala will accept, believe, 
acknowledge and consider the Islamic banking system. The 
specific objective of the study is to find out the feasibility of 
Islamic banking in Kerala 


Methods and Materials 


This work is based on the theory called ‘Shariah’ 
Principle. Two basic pillars of the system are ‘halal’ and 
‘haram’. ‘Halal’ means the things which are acceptable such as 
trade, business without exploiting interest. Certain things which 
are prohibited in Islam such as investing in businesses like 
prostitution, cinema and liquor. Islamic Banking or interest-free 
banking means availability of financial goods and services 
without the element of interest or usury. Presently, Kerala is 
facing the problem of inadequate resources. So this work tries 
to look into the feasibility or viability of Interest-free financial 
system in Kerala. 


Both primary and secondary data sources are used for 
analysing the objective of the study. Samples were selected 
from nine Islamic financial institutions through snowball 
sampling in five districts of Kerala. They are Emakulum 
(PISA), Kozhikode (Sangamam, INFACC, AICL), Malappuram 
(Welfare Association), Trivandrum (Thanal, Alfurkhan and 
Bisfill development), and Kannur (Halal Faida) which include 
both active and inactive Islamic financial institutions. Direct 
interviews are conducted with these nine selected institutions 
which are operating under interest-free principles in Kerala. 
Personal interviews with the selected authorities of these 
institutions were conducted for understanding the working 
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conditions, operations, products and services offered, level of 
investment, profitability, growth, risk, adequacy of skilled 
professionals, criteria for making credits, experiences, mode of 
repayment, monitoring of funds being utilised, secular aspects, 
‘shariah’ principles, alternative framework, management of 
losses and challenges, etc. Telephonic interviews were 
conducted with selected customers or beneficiaries of these 
institutions for understanding the customer _ satisfaction, 
perceptions, interest of customers, religious aspects, 
‘shariah’ principle, liquidity, need for banking set up, pattern of 
utilisation of funds, socioeconomic changes, preference, 
awareness, saving habits and problems of clients, etc. 
Information from secondary sources such as articles from 
various journals and annual reports of various Islamic financial 
institutions were used for fulfilling objective of this study. At 
last, the information from both primary and secondary sources 
were used to identify the positive factors and challenges of 
Islamic financial institutions in Kerala. Analytical way of this 
works was a qualitative one. 


How does Islamic finance differ from 
conventional banking system? 


Conventional banking systems are completely operated 
based on manmade principles and characterized by huge 
interest on loans, imposing additional service charges and lack 
of risk bearing behavior transferred the banking accessibility as 
a cumbersome process to the common people especially the 
marginalized sections of the society. Moreover, these kinds of 
policies of the commercial banks pushed side lined people to 
the hands of unscrupulous money lenders for meeting their 
financial needs which resulted in outnumbering the suicide 
cases among localized people. This reminds us where we rank 
our economy’s position in the ladder of financial inclusion. It is 
highly evident that we are far away from the required position 
and it’s the right time to rethink of a best alternative system to 
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include those who are excluded from the prevailing financial 
arrangement. 


Socio-economic and political matters of Muslims are 
guided by this code of conduct. It controls the religious and 
legal commitment as well as regulates the compensatory 
penalties for the violation of law. These principles are helpful 
for believers to lead a happy life. Application of ‘shariah’ in an 
effective manner will result in the promotion of balance, justice, 
and finally the complete elimination of injustice and imbalance 
from society. 


Islamic banking is a service-oriented system and they 
have a ‘zakat’ collection center which also pays out their 
‘zakat’. But the conventional banks are not dealing with this. 
Conventional banks follow commoditization of money. They 
lend money and get it back with compound interest. But the 
partnership business is an essential function of Islamic banking. 
In Islamic banking, the bank cannot impose any additional 
charge or compound interest on their defaulters. The ultimate 
aim of Islamic banking is to ensure growth with equity. But 
interest is an essential factor in the conventional banking 
system, and thus they are not ensuring equity. Islamic banking 
is based on ‘sharia’ principles but in case of interest based 
banks, since it does not follow such principles, it is easier to 
borrow money from the money market. Income from the 
advanced loans is fixed and risk is transferable at price in the 
conventional banking system. But in the case of Islamic 
banking, it shares both profit and loss. The client has to share 
the loss if it is a ‘mudarabha’ concept. In a conventional 
banking system, bank guarantees all its deposits. Within the 
Islamic banking system, the bank has a relation to its client as a 
partner, investor, trader, buyer and seller. Conventional banking 
system, only have a debtor-creditor relationship. In the case of 
Sudan and Iran, they converted their entire banking system to 
Islamic banking. Conventional banks do dominate in some 
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other countries while Islamic banking operates alongside 
(Agarwal, Rajesh and Yousef, 2000). 


Islamic finance has three tier relationships namely Bank- 
Depositor, Bank- Entrepreneur and Bank- Beneficiaries. Under 
first tier (Bank — Depositor), Customer deposits a certain 
amount to the bank on the basis of an agreement between bank 
and depositors, on a condition of bank will share a portion of 
their profit to the depositor along with the deposited amount. 
Under the second tier (Bank- Entrepreneur), bank provides loan 
to an entrepreneur under certain conditions of repaying the 
principal amount with a fixed share of profit to the bank. Last 
tier (Bank- beneficiaries), is a benevolent loan. Here the bank 
will give loans from the proportion of their profit to the poor 
people without imposing rate of interest (Yakoob, 2009). 
Empathy, customer friendly approach, mutual faith, absence of 
usury, financial equality and overall wellbeing of the society 
are the factors which differentiate Islamic finance from 
conventional one. 


Scope of the Study in Alternative Framework 


Conventional banks failed to address the problem of 
financial exclusion, the problem of inflation and social 
inequality. In other words, in spite of the presence of 
conventional banking system, India and its twenty-eight states 
are facing the issue of financial exclusion and accumulation of 
a major portion of the wealth among few hands. The nation is 
still in a debt trap. The government is forced to take a new loan 
for repaying the previous one. A major portion of the state’s 
revenue is depleted in the form of interest payment. Interest 
creates debt trap followed by suicide which is a common 
phenomenon in Indian villages. The money lenders take 
advantage of the drawback of the current banking system. India 
achieved a high human development index (0.77 in 2018, 0.64 
in 2017 and 0.62 in 2016) (Times of India, 15th September 
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2018), still more than half of the people are in acute poverty. 
India is the second populated country in the world reaching the 
second stage of demographic transition but is unable to provide 
suitable jobs. The income disparity of the nation is increasing 
day by day. In this context, Islamic banking is an alternative 
framework to reduce the issues which arise due to the 
conventional banking system. 


Muslim community is considered as a backward 
community. Conventional Banking system graves the deepness 
of their backwardness by charging an interest rate in the 
financial services, which is strictly prohibited in Islamic 
Finance. So this tends the Muslim population and other non- 
Muslims to deviate from the conventional financial practices. 
Many of the educated Muslims are moving away from the bank 
related works due to the presence of interest in this system. In 
additions to this, the interest-free banking system prohibits the 
business on anti-social activities such as alcohol, pornography, 
pork, lottery, prostitution, etc. to ensure the overall well-being 
of the community. In nutshell, the present study provides an 
alternative framework by putting a system of banking which 
promotes the welfare of the community by reducing poverty, 
improving employment, reducing inequality and financial 
exclusion. 


Growth and Development of Islamic Finance 


The concept of Islamic banking is primarily derived from 
the Holy Quran. Between the period of 7" century to mid-13" 
century, Muslims were engaged in ‘Sharia’ based transactions. 
It had been documented that it was practiced before the 
colonization of Europe in Muslim nations. During 1920-30, a 
few banks like the bank of Misr in Egypt and Arab bank of 
Palestine were started based on these principles. The modern 
banks based upon Islamic principles were founded in 1950s in 
Pakistan and efforts were made to have it as an alternative to 
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conventional banks in 20" century. There was an institution 
backed by the rural landlords which gave credit to poor 
agricultural farmers in advance without interest rate for 
agricultural improvement. The first Islamic bank was started in 
Egypt in 1963 named ‘MitGhamr’ which aimed for the wishes 
of investors to comply with Islamic law. In that year, the 
pilgrims saving corporation of Malaysia began to incorporate 
basic Islamic banking concept. The modern Islamic finance 
industry emerged in the 1970s as an alternative to conventional 
western economies. To encourage economic development, the 
Islamic Development Bank was established in 1975 in Saudi 
Arabia. It offered financial products for promoting economic 
development. It enforces the infrastructural projects across the 
region through equity capital loan and by granting more funds. 


The growth of Islamic banking starts from the oil boom 
of the early 1970s which led to the economic power of oil-rich 
countries. They were dissatisfied with the western banking 
system because they did not pay attention to the socio- 
economic development of Muslim countries. This ignorance 
from the part of western conventional banking system leads to 
the setup of a banking system with Islamic principles 
(Muhammed Afsal, 1993). The City Islamic Investment Bank 
was established in1990s for offering Islamic banking services 
in Bahrain. The establishment of the Dow Jones Islamic Market 
Index in 1999 was the first successful benchmark of the 
performance of Islamic investment fund. Islamic Bank of 
Britain is the first commercial bank based on Islamic principle 
outside the Muslim world. Islamic banking grew 40 per cent 
faster in Turkey than its global average (Newton, 2016). The 
system of Islamic banking gained popularity in London, 
Pakistan, Gulf, and South Asia. The Turkish government 
permits the state-owned banks to offer Islamic banking service. 
It occupies six per cent of the total market place of Turkish 
retail banking (Newton, 2016) 
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As noted earlier, Islamic banking is gaining more 
significance all over the world. The major issue of developing 
countries is that financial services are not accessible to poor 
people. Islamic banking is a track to include excluded people in 
the banking sector. The advocates promise “no inflation, no 
unemployment, no exploitation and no poverty” once it is fully 
implemented (zainjani, 2018. Between 2009 and 2013 ‘Sharia- 
compliant’ banks grew at an annual rate of 17.6%. It works as a 
facilitator between depositors and investors and it depends upon 
the mutual faith. It attracts common people into the banking 
sector and funds are transferred for productive investments. It 
opens the competitiveness against other commercial and 
cooperative banks and creates efficiency in our financial system 


So, if we consider it beyond a religious norm, it may play 
a vital role in the economic development of our country. High 
bank charges and interest rates are considered as a burden for 
common people while making credit. The economic conditions 
in Kerala are favourable for starting Islamic banking system. In 
this context, it is timely to examine the feasibility of Islamic 
banking as an alternative for conventional banking system in 
Kerala. 


Principles and Instruments 


The major difference of Islamic finance from 
conventional banking is that collection and payment of interest 
are prohibited under Islamic law. Like all banking systems, this 
Interest-free banking system is also based on a certain sources 
of law. The primary sources are the Holy Quran, Sunnah, and 
consensus of legal scholars. Conclusion by analogy, customary 
law, own approval certificate come under the secondary source 
category, it also revolves around another principle such as the 
prohibition of high-risk ventures, gambling, dealing in certain 
forbidden commodities like pork, alcohol, arms, ammunition 
for promoting the welfare of the society, rescuing the people 
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from exploitation and consequences of speculation. The six 
fundamental principles of ‘shariah’ are Right to protection of 
life, Right to protection of family, Right to protection of 
education, Right to protection of religion, Right to protection of 
property and Right to protection of human dignity. 


Concepts, Terms and Rules of Islamic Finance 


Ethical banking system is functioning based on several 
rules and regulations which are enshrined in the holy Quran 
and Sunnah. First one isAbsence of ‘Riba’ (The absence of 
interest-based transaction). It assures the lender guarantee 
return without the borrower's risk. Interest is an unearned 
income, which is strictly prohibited by Islam. This resulted in 
over exploitation of earth resources and the destruction of the 
ecological system. It injects the situation of uncertainty and 
prevents the entrepreneur to take long-term investment decision 
with confidence. Second one is avoidance of ‘Gharar’ 
(speculation). ‘Gharar’ means uncertainty or ambiguity in 
contract. Avoidance of speculation provides the satisfaction of 
parties in the contract. It can be achieved through perfect 
knowledge between contracting parties. The prohibition of risk 
or speculation protects the parties from unexpected losses. It 
encourages the brotherhood relationship between parties. Islam 
also prohibits any type of gambling, because it deprives others 
right. One’s gain is the cost of others. Third is avoidance of 
‘Zulm’ (oppression). ‘Zulm’ means _ injustice, inequity, 
exploitation or wrong doing. The fourth one is ‘Zakat’ (Islamic 
tax). It is a collection of property tax collected from the wealthy 
and is distributed to poor or needy. It allows the balanced 
distribution of wealth. Islamic banking promotes socially 
responsible distribution of wealth. The share of profit and risk 
in business is equally distributed to both borrower and lender. It 
also shares the risk of business between both parties equally. 
The distribution of share depends upon the percentage of capital 
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invested in a specific enterprise is the most significant 
principles of interest free finance. 


Like the conventional banking, Islamic banks provide 
different products based upon the ‘Sharia’ principle. These 
include ‘Sharia’ check account (consisting of Islamic gold 
check account, Islamic platinum check account and Islamic 
business account), Islamic savings account, and Islamic 
investment account (term deposit). The investment account is 
one with a fixed term offering a great return throughout the 
investment. Monthly investment plan and Haj investment 
scheme are the examples. The current account in Islamic 
banking is the same as in conventional banks. The bank 
guarantees the depositor to return their money when they want. 
Under the savings, the depositor may allow the bank to use 
their money, but only under the condition that the bank will 
return the full amount when he wants. And here the banks do 
not give any promise of profit for their deposits. The savings 
account is sometimes treated as an investment account. If so, 
the minimum withdrawal level of customer is limited by the 
bank. Usually, wealthy persons deposit their amount and accept 
the fixed duration of time through an agreement. Pigmy 
accounts are another one operating to mobilize savings from 
low-income groups. It operates the same as in the daily 
collection of cooperative banks. 


Islamic Methods of Finance 


The instruments or methods of Islamic finance are 
discussed below. 


‘Mudaraba’ is a form of partnership where one party 
provides the funds while the other provides the expertise and 
management. Any profits incurred are shared between the two 
parties according to pre-agreement. At the same time the loss 
incurred by the business taken to the provider of the capital 
(Kettell, 2011). 
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The literal meaning of ‘Musharaka’ is sharing. Under 
Sharia’ law, Musharaka refers to a joint partnership.Two or 
more persons combine either their capital or labor to form a 
business. Shares of profit are divided by the partners according 
to a specific ratio, whereas the loss incurred will be divided 
according to the ratio of the contribution made. Basically 
Musharaka is based on a mutual contract. 


The ‘Murabahah,’ or cost-plus sale, is another method of 
contract which helps the individual to purchase a product on 
credit. Based on this contract, the financier purchases goods and 
supplies for the entrepreneur. In this contract, the entrepreneur 
makes payment of the product after a specific period. For this 
delayed payment, the financier and entrepreneur add an agreed 
profit margin or mark-up to the cost of the product. (Hassanain, 
2016). 


‘Salam’ is another method of contract in which advance 
payment is made for goods to be delivered at a future date. 
Profit and loss sharing suggest an equitable sharing of risks and 
profits between the parties involved in the financial transaction. 
This principle can avoid unlimited risk and unknown loss which 
are suffered in many conventional contracts (Dchieche and 
Aboulaich, 2016). 


‘Tjara’ or leasing is a medium to long-term method of 
financing capital equipment or property. Under this contract, 
the customer selects the capital equipment or property (assets) 
from an entrepreneur. The bank purchases the asset from the 
manufacturer for the customer supply to him as leases for an 
agreed period of time. In conformity with the Sharia, the owner 
of the assets must be paid rent (fixed or variable, as agreed by 
the leaser and lease) and must exercise all the rights and 
obligations(Kettell, 2011) 
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‘Bai-Muajjal’ means sale for which payment is made at 
a future fixed date or within a fixed period. In short, it is a sale 
on credit. ‘Bai-Muajjal’ may be defined as a contract between a 
buyer and a seller under which the seller sells certain specific 
goods permissible under Islamic ‘Shariah’. The buyer agreed 
fixed price payable at a fixed future date either in lump sum or 
within a fixed period by fixed instalments. Here, ‘Bai- 
Muajjal’ is treated as a contract between the bank and the client 
under which the bank sells a goods, purchased as per 
considering the desire and specification of the client, and 
supplied to him at an agreed price payable at any fixed future 
date in lump sum or within a fixed period by fixed instalments. 
Thus, it is a credit sale of goods by which ownership of the 
goods is transferred by the bank to the client but the payment of 
sale price by the client is deferred for a fixed period.(Islamic 
bank Bangladesh). 


‘Takaful’ is a participatory form of insurance based on 
risk-sharing by customers through co-operative principles 
instead of risk transfer to a third party, the company. The 
customers participate in the technical and investment surplus of 
insurance and reinsurance funds. The risk pool is managed by 
the company and the company is run on a commercial basis 
with corporate responsibilities towards its stakeholders, i.e., 
the customers, employees and shareholders. The business 
operations are strictly focused on aspects of social goodness 
with all its money and funds invested according to certain 
Shariah principles for the greater good of society and 
environment at large benefiting everyone irrespective of 
religion. (Bhatty, 2010). 


‘Qardhasana’ is defined as a loan that is disbursed for 
the needy without any interest for its mobilization in a certain 
period. It is a benevolent or easy loan, given on compassionate 
grounds, without interests, profit-sharing, or the like and 
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repayable at ease if and when the borrower can pay (Rahman, 
2015; Obaidullah 2008). 


“Sukuk’are financial instruments similar to bonds and 
also shares that are compliant with Islamic law. Accounting and 
Auditing Organization for Islamic Financial Institutions 
(AAOIFI) defines Sukuk as being: “Certificates of equal value 
representing undivided shares in the ownership of tangible 
assets, and services or (in the ownership of) the assets of 
particular projects or special investment activities.” (Zolfaghari, 
2012). 


‘Tawarruq’ means purchasing a commodity on a 
deferred price either in a form of ‘Musharaha’ or ‘Murabahah’ 
(mark up sale), later selling it to a third party to obtain cash. 
The term ‘Tawarruq’ used in this type of transaction is 
influenced by the intention of the asset which has no interest in 
utilizing or gaining the benefit of the asset since the main 
intention is to obtain liquidity (Abdul Rahman&AbManan, 
2014) in (Dusuki, 2010). 


In ‘Wadiah’, a bank is deemed as a keeper and trustee of 
funds. A person deposits funds in the bank and the bank 
guarantees a refund of the entire amount of the deposit, or any 
part of the outstanding amount when the depositor demands it. 
The depositor, at the bank's discretion, may be rewarded 
with ‘Hibah’ as a form of appreciation for the use of funds by 
the bank (Oracle financial services, 2017). 


The banking activity can be divided into three categories, 
first one is Service rendered on fee or commission, and it will 
take the responsibility and return it with fixed charges includes 
safe deposit(Locker facility is provided by the bank for the 
deposit of jeweler and important documents) and transfer of 
money(Bank transfer money through bank draft, traveler’s 
cheque, letter of credit and charge a different per cent of 
commission or fee.) The second category is Investment of 
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capital based on partnership. When the bank engages in a 
partnership contract, the financial liability does not exceed the 
contributed capital. Suppose a businessman invested Rupees 1, 
00,000 and want the same amount from the bank. He agrees on 
the partnership contract with the bank and runs the business. If 
bank and businessman is in an agreement of sharing the profit 
equally when it is 20000, the half of the profit share (10000) 
together with the capital will go to the bank and the remaining 
profit share (10000) going to the entrepreneur. To avoid 
misunderstanding and disputes, valuation can be done based on 
business asset which is agreed by both parties. 


The proportion of profit division is determined on the 
mutual consent of both parties. The profit of any quarter against 
the loss occurred in the past is settled by the bank and divides 
the remaining profit if any to the parties. The bank informs to 
its account holder about his quarterly profit or loss. The account 
holder has the right to demand their money at any time. But the 
bank clears the profit or loss account after every quarter and the 
surplus amount is returned to their account. The new deposit 
accounts (if any) is accepted by the bank only at the beginning 
of every quarter. The third category is fee or uncharged service 
which is similar to conventional banks. 


For starting a loan account, the customer must convince 
the bank that they will repay the loan when the bank demands. 
The national central bank guarantees the amount of the 
depositors which will be returned when they demand. But it 
depends upon the sound cash position of the bank and insurance 
of each bank account. Bankhasfull control over the money. If 
the banks suffer any capital loss, it will be taken by the bank 
and the full amount is returned to the account holder. And if the 
bank earns any profit, it will be taken by the bank and no share 
is given to the account holder. If any loss is suffered in an 
account, it will be adjusted with the previous reserve profit of 
the account holder before closing the account. The reserve 
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profit helps the bank to make up its losses. The banks save the 
number of account holders without any losses and offer the 
highest profit with efficient services and the lowest charges. It 
will thus attract people to deposit their money in the bank. 
Banks offer short-term loans to business parties without any 
interest or remuneration. Bank invests the remaining capital on 
profitable economic activities. The bank should not pay any 
interest against their deposits. Banks keep a small fraction of 
their total amount as reserves for meeting the daily withdrawal 
from loan account. The volume of bank credit or deposits 
depends upon the volume of cash under bank custody. The cash 
reserve expands when the volume of deposits increases and vice 
versa. When the demand for cash is higher, the cash reserve 
will decrease. 


Finished and semi-finished goods, ready crops, 
commercial share, certificates of ownership, plant or 
immovable properties and securities deposited in the bank, etc 
are produced to the bank as security against the loan. However, 
the bank has the power to make advance loan even on personal 
security. The bank provides a loan for partnership business on 
the basis of agreements. Bank has the power to recover the 
loans if it is unpaid, by selling the properties or business asset 
which is produced as securities by the debtor. It is the 
responsibility of the bank to hand over the money to the 
depositor (Siddiqi, 2008). 


Islamic Finance under Macro Scenario 


Some admirers argue that Islamic banking reduce 
inflation in terms of limiting the speculation and excessive risk 
which act as the safeguard of inflation. Price will always be less 
in the interest-free economy because the interest is also 
included in the price. While considering the inflation, Jordan 
stands in the 16"position in the world which is a model 
(Newton, 2016). The mechanism adopted by the authorities for 
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controlling inflation leads to depression and the mechanism for 
escaping depression leads to inflation. But there is no scope for 
inflation or deflation in Islamic banking. 


The central bank can control economic imbalance 
through PLS instead of using the interest rate as an instrument. 
If the inflation is high the central bank increases, it’s PLS. 
Hence the share of the profit decreases. As a result, inflation 
falls. Similarly, the central bank determines it’s PLS at a low 
level while in depression. It leads to have a high level of profit 
and thus it leads to a fall in depression. Economic stability can 
be achieved from debt-based transaction to the equity-based 
transaction. Developed counties like the UK, US, Singapore 
and France are having Islamic banking system. Besides China, 
Germany, Denmark, Switzerland and Luxembourg follow this 
system. Islamic banking has attracted several nations while 
facing economic crises. The UK follow this system with the 
principle of ‘No favor but No discrimination’. In the past 
decades, the total asset of Islamic banks has grown at an 
average of 15 per cent in the world. The legal accommodations 
of Islamic banking are invariance with countries. Countries like 
Iran, Saudi Arabia, and Sudan follow banking system with 
Islamic compliance. But countries like Egypt, Jordan, and 
Malaysia follow a dual approach. Sharia-based banking system 
is legally recognized by South Africa since 2010. They 
follow ‘musharaka’and’ Murabaha’ to collect taxes. Islamic 
banking cannot limit any permitted trade activities but eliminate 
riba to develop community. Most of the countries follow 
Islamic banking as a private initiative. The restrictions on 
consumption based upon the ethical perception eliminate over 
consumption and elimination of waste. It prohibits only some 
uncertain and risky transactions. 
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The central bank controls Islamic banking just as 
conventional banking. Central bank executes and supervises the 
financial and monetary affairs of Islamic banking with foreign 
countries. Central bank monitors the general trends of business, 
employment, income and price and takes necessary steps to 
maintain its standard. With the general interest of the public, 
central bank directs the investment activities for economic 
development. On behalf of the public, the central bank provides 
necessary capital to the banks based on_ partnership 
or ‘mudaraba’ for the stability of the state against inflation or 
deflation. Central bank is an apex authority of solving disputes 
related to Islamic banking. Confidence and cooperation is 
essential for creating a principled relation between the central 
bank and Islamic banks. (Siddiqi, 2008).Accounting and 
Auditing Organization for Islamic Financial Institution 
(AAOIFI) (1991), Islamic Financial Service Board (2002) are 
functioning for regulating Islamic banking institutions all over 
the world. Generally, Islamic banking is controlled by both the 
central bank and ‘shariah’ board of the particular nation. 
Islamic banking cannot operate under the existing banking 
regulation of India. In India, Islamic financial institutions are 
working as a Non-Banking Financial companies operating 
under the guidance of RBI and SEBI Act. 


Islamic Banking in Indian Context 


Islamic banking may be of a great step to participating 
Muslim community into the mainstream banking system which 
will enforce financial inclusion in India. As per the census 
report of India 2011, India has 14.2 per cent of the Muslim 
population which is the second-largest non-Islamic nation after 
Indonesia. While considering risk sharing and investment, 
Islamic banking is a workable model in India. Raghuram Rajan, 
head of the high-level committee on financial sector reform, 
recommended interest-free banking on 7th April 2008. Based 
on the instruction from the central government RBI examines 


Edited by: Siddik Rabiyath, Abdul Salim. A 284 


the legal, regulatory and technical issues of Islamic banking it is 
to be started in India and submits the report to the government. 
Later RBI sent a copy of the report to the Ministry of Finance. 
And this report says India has no prior experience of Islamic 
banking and it also involves some regulatory and supervisory 
challenges while introducing it in India. So it is possible only in 
a gradual manner. Besides, they suggest opening an Islamic 
window and offering some Islamic products through 
conventional banks. Unfortunately, the proposal of Islamic 
banking was dropped by RBI. Critics said that the political 
pressure rather than financial reasons are involved while 
considering this matter. The reply of RBI regarding the issue is, 
‘taking the consideration of wider and equal opportunity 
available to all citizens to access the banking and financial 
services’ so it decided not to pursue further. Again, in the year 
of 2015-16 annual report of RBI raised the opinion of interest- 
free banking with the consideration of the absence of some 
sections in part of the banking sector. A committee on the 
medium-term path on financial inclusion recommended the 
need for opening interest-free windows on simple products like 
demand deposit, participation securities, offering products 
based on cost-plus financing, deferred payment and deferred 
contract. The observation indicates the financial exclusion of 
Indian society due to religious reason. 


The major reasons pointed out by the authorities for 
disallowing Islamic banking in India are that we already have 
programs for financial inclusion like Jan Dhan Yojana. So, no 
need of establishing such financial systems. The second one is 
that Islamic banking and its financial products are mainly aimed 
at a particular community of the society. As a secular state, 
India cannot follow this. If it allows, it will lead to another 
demand of Hindu bank which may create unrest in the society. 
The fear of using Islamic finance for terrorist activities 
is another reason for the prohibition of Islamic banking in 
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India. Some provisions of Indian banking acts make Islamic 
banking not viable in India. The banks in India are governed 
through the Banking Regulation Act 1949, Reserve Bank of 
India Act 1934, Cooperative society Act 1961 and Negotiable 
Instruments Act 1881. Certain provisions of the banking act in 
India which stands against Islamic banking are mentioned 
below. 


1. Section 8 of the Banking Regulation Act 1949 says “No 
banking system shall directly or indirectly deal in buying or 
selling or bartering of goods.” 


2. Section 5(b) and 5(c) of the Banking Regulation Act 1949 
prohibit the bank to invest in the profit-loss sharing basis 


3. Section 9 of the Banking Regulation Act prohibit bank to 
use any sort of immovable property apart from private use. 


4. Section 21 of the Banking Regulation Act requires payment 
of interest. 


Another concern about the rejection of Islamic banking is 
that, it would require changing the existing laws and rewriting 
the laws of RBI etc. In 2016, Maharashtra launched a sharia- 
compliant transaction window called ‘Lokmangal cooperative 
Bank limited’. Islamic friendly products can be found in India 
in the form of chit funds, cooperative societies, nonbanking 
financial companies which are not regulated by the central 
bank. Out of the 6000 BSE listed companies, approximately 
4200 are sharia-compliant. (Team, 2009). 


Monetary Authority of India, RBI, vide it's circular dated 
on 28th September 2016, issued certain guidelines on Fair 
Practice Code (FPC) for all Non-Banking Financial 
Companies(NBFCs).RBI reframed the same on 26th March 
2012 by considering the dynamic elements of the sector. They 
categorized the guidelines into three head called A, B and C.8th 
and 9thrule of the first section is very significant as far as 
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Islamic banking is concerned. Rules were directed to all NBFCs 
that each NBFC shall adopt an interest rate model taking into 
account relevant factors such as the cost of funds, margin, risk 
premium and determine the rate of interest to be charged for 
loans and advances. This is against the true spirit of Islamic 
banking. Solution to wipe out existing exclusion in finance, 
effective alternative to conventional system, helper to pool NRI 
funds especially from GCC countries, saving , employment 
generation , on view of all these grounds , ensure that there is a 
great potentiality in India to establish this system smoothly. 


Later the half of the 20th century, many Islamic financial 
institutions emerged in Kerala. Interest-free institutions were 
started in Kerala from the 1970s with 6 institutions and now it 
reached to more than 390. The first interest-free venture was 
started in Santhapuram village (Malappuram in Kerala) in 
1973.More than 500 institutions are providing interest-free 
services under the organized and unorganized sector in Kerala 
(Beegam, 2017). As an alternative of interest-based banking 
system, the Islamic movement of Kerala took an initiative of 
establishing Alternative Investment and Credit Limited (AICL) 
in Kerala on 22 December 2001, inaugurated by former chief 
minister A K Antony in Ernakulum. The company was 
incorporated with 250 plus Islamic financial institution engaged 
worldwide. It was the first interest-free venture in India, 
pharmaceutical, ready-made textiles, education institution, steel 
industry, fish industry and infrastructural development. 


Data and Discussion 


Islamic Financial Institutions in Kerala are functioning 
against the unnatural interest rate. Majority of institutions 
which engage in Islamic finance are located in Kozhikode, 
Malappuram, and Ermakulum districts. Lending can be done 
only on the basis of zero interest with capital guarantee and the 
latter has been possible on the basis of profit and loss sharing. 
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The depositor is the lender to the bank and the bank assures to 
pay back the amount in full when they demand. The bank lends 
to the borrower and he should pay the remuneration (profit) for 
receiving these services. There are lot of reasons existing for 
the failure of a few institutions such as ineffective management, 
hurdles of existing rules and regulation, defaults of loan 
accounts, etc. 


Nature and Operations 


The interest free institutions working in Kerala has no 
common nature because of its mode of association. Some are 
organised in the model of a company, cooperative society or a 
Kudumbasree while others have no such backup. The former 
shows a better position in its operation and profit level. Another 
feature identified with them is that they have an indirect link 
among them, but it is not happening under interest free 
institutions with no organized form. Successful financial 
institutions have a strong monitoring system with strict rules 
and regulations for rendering their services which is absent in 
the failed ones. Due to the existence of prohibition from RBI, 
most of them operate as a cooperative model or micro chits. 
Mutual faith between the institution and investors as well as 
institution and beneficiaries are essential for the smooth 
functioning of Islamic finance. The successful Islamic financial 
institutions in Kerala have more than 14 years of working 
experience. The rigid rules and _ regulations, effective 
monitoring, continuous follow up are the key factors behind 
their success. It raises the spirit of feasibility for commencing 
Islamic banking in Kerala. The failed ones have less than 4 
years of experience except for AICL. 


Diversified products and services are offered by Islamic 
financial institutions in Kerala. Saving account, deposit 
account, investment account, recurred deposit, benevolent loan, 
ordinary loans, seasonal loans, business loans, pigmy account 
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and leasing are the major services offered by them. Saving and 
deposits is similar to the conventional mode of finance but 
investment account means the institution utilizes its deposit 
funds to invest in profitable ventures and the share of dividends 
will be given by the bank to the depositors. The savings account 
is sometimes treated as an investment account. If so the 
minimum withdrawal level of customer is limited by the bank. 
The scheme of recurring deposits implemented by such 
institutions for attracting customers who have small amount of 
deposits. Maximum 50000 rupees allowed by such institutions 
as loan to each customer out of their deposits. But the maturity 
period for such loans is less than two years. To meet emergent 
needs or contingencies of the member, Islamic financial 
institutions provide ordinary loans. Pigmy accounts are 
operating to mobilize savings from low-income groups. Its 
operation is same as in the daily collections of cooperative 
banks. Benevolent or easy loan is given on compassionate 
grounds without interest or profit and repayable at ease if and 
when the borrower can pay (Rahman, 2015 in Obaidullah, 
2008). Seasonal loans are offered for seasonal business such as 
festival, opening of school time etc. 


The institutions provide loans up to four times of the 
amount deposited. For this, the customers need to fill an 
application form and submit this to the institution. Besides that 
he has to produce two witnesses who do not have any due to 
that institution for getting the loan. For security reasons, they 
demand a cheque from the customer having the value of the 
loan's principal amount. The burden of the loan is divided into 
four fractions. Out of the total loan amount, ™% fraction will be 
taken by such institutions and “4 taken by the beneficiary and 
the remaining 2/4 goes to the two witnesses. The institution also 
allows a loan of maximum 10,000 Rupees to the outside 
customer with the promise of a member from the executive 
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committee in case of contingency situation. If the customer fails 
to repay the money, it will be debited from the witness account. 


Social responsibility of Islamic finance is evident from 
its operations. Islamic financial institutions invest in 
dependence centres, house construction for poor and needy 
people. They also promote self-employment opportunities in 
our society. It financially assists the shop owners for expanding 
their business-.short-term and seasonal. They also give Housing 
finance, Medical assistance, Vehicle loan, Marriage assistance, 
Educational assistance, Pilgrimage support schemes, Credits for 
meeting emergencies, Public infrastructural development 
through joint venture, etc. Both the successful and failed 
institutions performed as an alternative banking system and the 
customers and investors together were benefitted by them. 


The number of employees working under interest-free 
system is comparatively less. There are no hidden charges 
visible in this system where the conventional banks charged 
high fees for rendering their services. In Kerala, there is a 
provision of opening an Islamic window under cooperative 
banking sector. This is because of cooperative banks operating 
under the cooperative Act. It does not force any compulsory 
interest for deposits. Due to the adverse law for Islamic finance 
existing in our country, most of them undertake a cooperative 
model. But the benefits of such societies limit within its 
members and not outsiders. Lending is offered by the Islamic 
financial institutions on the basis of mortgages. The debtor can 
repay the loan on installment basis. The institution restricts the 
service for customers in a fixed period of time or enlists him in 
a blacklist for denying services if he defaults the loan. 
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Financial Source and Management 


Ethics difference is there between Islamic banking and 
mutual funds. In a mutual fund, it has a provision to invest 
anywhere. But in the case of Islamic banking, it will be limited 
to non-usurious areas. The financial status of Islamic financial 
institutions in Kerala is shown Table 7.1. 


Table 6.1: Financial status of Islamic financial institutions 


in Kerala 
Benefi- 
Level of Organiza- Expe- | Emplo- ciaries (in|} Fee or 
Institutions Status investment tional a - ae 7 Number) | charges 
(in 2018) structure y as per |(in Rs.) 
2017 
Running Cooperative 
PISSA 82 lakhs é 16 years} 4 1110 25 
successfully society 
INFACC: |), PUMPS || INor'given: | SUMO |e yore] NO | -a7000°. |'No tee 
successfully sree given 
Running Multi state 
Sangamam successfully | 4,09,91,600 cooperative S years} 28 13614 200 
society 
Thana ||; BAMBINS. |!) qgitaiaig: [PROCS a ears| 35 10 
successfully self-financing 
Running Around | Unorganized More than 
panies successfully} 1,5000000 | self-financing Siete I 185 Noe 
Halal faida Tnfaney Not given opperatlve 1 year 2 Nill Not 
stage society given 
Bisfill Unorganized é 
Development Collapsed | 50 lakhs Sele inancind 6 years 3 Not given} No fee 
Organized 
Moderate nonbankin ie 
AICL 7.93 crore ; OnE. 07 years} 4 share- | No fee 
stage financial 
holders 
company 
Welfare Unorganized More than 
Association eallaperd a0 dak microfinance eres). “33 3400 19 


Source: Annual reports of Islamic financial institutions and 
primary survey (2018) 
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Beside the savings and return from the investment, 
‘zakat’ is a major source of asset for the operations of Islamic 
financial institutions in Kerala. As per the Holy Quran, each 
individual should give 2.5 per cent of their wealth to the 
deserving and needy people. The system of ‘zakat’ has been 
utilized by the Islamic financial institutions in Kerala for 
mobilizing assets. A ‘zakat’ cell was formed by them for 
collecting zakat from Muslim communities. As per the ‘zakat’ 
system, those who collect the ‘zakat’ are eligible for getting 
part of that ‘zakat’. From the ‘zakat’ the bank employees are 
eligible for getting their salary from ‘zakat’ fund. The other 
sources of funds for Islamic finance practiced by institutions are 
shown in the Figure 7.1. 


Figure 6.1 Sources of funds for Islamic Finance 


Contribution 
trom trust 


members . at 
ontribution 


from well 
wishers or 
fe 


Contribution 
from 
beneficiaries 


Source: Primary data (2018) 
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The successful institutions have successfully used the 
various sources of funds but it cannot be seen in the case of 
failed ones. Islamic financial institutions invest their funds on 
the basis of a fixed criteria. The readiness desire for investment 
is a major element other than cast, religion and creed. Both 
successful and failed institutions invest their funds for new 
entrepreneurship. The management of such investment is very 
important because the failed institutions miscarried to take back 
the loan within the stipulated period. 


The finance for investment or benevolent loan depends 
upon the capital level of the particular institution. The mortgage 
is the main source of security used against their finance. 
Otherwise, with the promise of the members of the director 
board or depositor, the institution can finance. The institution 
ensures that the fund is used for productive and profitable. The 
‘shariah’ committee or equivalent body checks the genuineness 
of the project proposal and confirm whether the borrower 
follows ‘shariah’ principle or not. The maturity period is fixed 
by the institution after the discussion and agreement between 
lender and borrower. If the borrower has failed to repay the 
loan, the institution has the right to recover the mortgaged 
property for securing the amount of depositor and keeping the 
promise between depositor and institution. But it has less scope 
in Islamic finance because it follows ethical principles and 
usually, they extend the maturity period of the loan. The 
successful institutions follow these rules for their finance; at the 
same time, failed ones have not followed these rules. 


Compared to conventional banks, a smaller number of 
employees work in Islamic financial institutions. Most of the 
institutions have two or three employees. The average 
employees of these institutions are around 6. The investment 
returns and fees or other charges are used by the institutions for 
meeting their expenses. Both successful and failed institutions 
distributed their dividends only after deducting the expenses. 
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The losses of one branch will be overcome with the excess 
profit of another one (Sangamam Multi-state Financial Limited 
is an example). Precautions are taken by the institutions for 
reducing the depth of their losses. Analytical study of the 
project proposal is done by the authority before granting a loan. 
If loss occurs, as per the ‘shariah’ principle, the depositors are 
also ready to bear it. The institutions always keep a portion of 
their excess profit for meeting future losses. The failed 
institutions do not have more than one branch which could not 
compensate the losses of one branch with a profit of another 
one. They also failed to take an analytical study or precautions 
before lending loan. 


Growth, Stability and Achievements 


The profitability of the strong institutions shows an 
increasing trend except for AICL which faces some legal issues 
from RBI. PISA has a profit of Rs. 10.53 lakh (2017-18) from 
6.89 lakh in 2016-17. Another institution, named Sangamam 
shows an increase of its net profit after tax worth Rs. 8, 70,652 
in 2018 from 458505 in 2017 (Sangamam Budget Report,2017- 
18). They upgrade their capital base out of their profit. It will 
help them to finance more for investment as well as a loan. 


The Islamic financial institutions in Kerala also engage in 
socially responsible activities such as self-employment training, 
women empowerment, micro saving, self-development training, 
financial efficacy to all, educational development and micro 
savings. INFACC Sustainable Development Society is one of 
the well-wisher and promoter of Islamic finance in Kerala. 
Major achievement of their activities includes 27000 members, 
130 local NGOs, 1704 ‘Ayalkoottams’, 50 occupational 
projects, 100 children groups, 10000 cooperative loans and they 
were active in 10 districts of Kerala in 2018 (INFACC, 2018). 
Another institution, named ‘Thanal’, started their early activity 
with a capital of 30000 rupees in 2004 but now it reached a 
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capital base of 10 lakh in 2018. Organized non-banking 
financial institutions have to keep an account which submits its 
report to the RBI at the end of the financial year. The general 
public can access the report as part of the regulation by RBI. 
RBI should regulate interest free banking system as the way it 
monitors and regulates the conventional banks by making 
amendments in its existing rules. The failed Islamic banking 
firms faced a threat from RBI due to the violation of their rule. 


Islamic banking can help to satisfy our developmental 
needs instead of approaching international institutions like 
World Bank. Then, the profit of our economy will not go 
outside. It can also help the poor people for satisfying their 
basic needs without interest burden and it enforces financial 
inclusion in our state. 


Both depositors and customers have a positive reply 
towards Islamic finance in Kerala, due to the benefits they are 
experiencing as a customer of Islamic banking such as 
attainment of marriage, children’s education, house 
construction and all. It rescues them from the hands of money 
lenders. Most of the beneficiaries from the middle-income 
group have benefited from Islamic finance through relieving 
their old debts and are leading a better life. They opined that the 
government should take the initiative of removing the hurdles 
of establishing Islamic finance in Kerala. It is the same opinion 
of customers in both successful and failed institutions. 


Critics and Response 


Compared to the democratic nations like India, Muslim 
dominated countries, the law can be changed according to their 
situation. As per the Indian scenario, according to the argument 
by the banking authority of India, it is not allowed for the 
establishment of a bank with the name of any religion or caste 
because it is against our secular nature. At the same time the 
followers of Islamic finance counter this argument with the 
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names of banks like Catholic Syrian bank, Lord Krishna bank, 
Vaishya bank. Criticisms came from many grounds that Islamic 
finance steered inflation in our economy. But the advocates of 
Islamic banking counter this argument by two senses. First one 
is that Islamic finance makes asset creation and not debt 
creation. The second one is related to economic instability. It is 
argued that inflation and deflation can be managed through 
sharing profit and loss of their business. If the economy 
experiences inflation, the monitoring authority can increase its 
PLS. Hence the share of profit decreases leading to a fall in 
inflation. Successful institutions invest their fund in diversified 
schemes or secure their loan with strong mortgage. But the 
failed ones were not following these in their investment. The 
followers argue that the spreading of Islamic banking adversely 
affects the banking corporate of India. The government stands 
for corporates and is not allowing this system in India. India 
copies some laws from the UK. But the UK changes its policy 
in favor of Islamic finance but India does not do so. In 2017, 
Deepak Mohanthi, the Deputy Governor of Reserve bank, said 
that we can solve the issue of financial exclusion with the 
opening of Islamic window in our conventional banks. 


The inspiration from religion is a major factor for starting 
an initiative of interest-free finance. Most of the investors are 
coming from the Muslim community and only a meagre portion 
is from other communities while the beneficiaries are included 
from both Muslims and non-Muslims communities. The 
institutions follow ‘shariah’ principles in their services. 


Threats and Limitations of Islamic Finance in Kerala 


Financial risk is involved in Islamic finance due to the 
possibility that customers may default on payment. The 
successful institutions demand mortgage while they lend their 
services. Besides that, they demand a project proposal for 
sanctioning a loan and a monthly or weekly follow up carried 
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by the institutions for reducing their credit risk. The failed 
institutions like Welfare association and Bisfill development 
did not demand the mortgage while lending loan. The faith of 
owners towards their customer is identified as a factor while 
considering risk. Since Islamic finance is yet to be developed in 
Kerala, the institutions which follow Islamic finance to their 
daily activities with less skilled professionals at present require 
high professionalism in this area of finance. The negligence of 
appointing skilled professionals is a factor for the failure of 
some institutions. At the same time, successful institutions have 
experienced professionals in their institutions. 


Those people who have sufficient knowledge about 
Islamic finance benefit from those services but not others. But 
new customers have no sufficient information about the 
transaction or product details of Islamic finance. It ascertains 
that the society has no sufficient knowledge towards Islamic 
finance. Islamic financial institutions in Kerala have less legal 
provision for canvassing people through advertising. The least 
number of non-Muslims accompany with the deposit schemes 
of Islamic finance in Kerala. It is clear evidence that non- 
Muslims have less knowledge about the benefits of Islamic 
finance. 


Lights of Islamic Finance in Future 


Kerala economy has a conducive environment to set up 
Interest free banking system to bring those side lined people to 
the center of the economy. Now Cooperative banks have a 
provision for providing interest-free finance to its members. 
Readiness by Muslim and Non-Muslim communities for 
Islamic finance increases its scope in Kerala. Former RBI 
Governor and the state finance minister have expressed a 
positive attitude towards the establishment of interest free 
finance in our country. Both beneficiaries and authorities of 
existing interest-free finance institutions are highly satisfied 
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with this system and have a plea of essential amendments under 
the present laws which are hindering Islamic finance. 
Successful examples of effective functioning of Islamic Finance 
in Muslim and non-Muslim countries give also give scope for 
Islamic finance in our state. 


Conclusion 


Despite seventy years of independence, India still faces 
acute unemployment and poverty. Concentration of income in 
the hands of a few people remains the major problem for both 
Indian and Kerala economies. Obviously, it is the hour to 
rethink our developmental path and make solutions to rescue 
India from these social evils. Our existing conventional banking 
systems are significantly known for the financial exclusion of 
certain community. This study intends to suggest Islamic 
banking as a strategy to improve the present financial condition 
of the state as well as the nation and thereby improving the 
overall equal and inclusive development of the economy. 


In this scenario, this work tried to find out the feasibility 
of Islamic banking in Kerala. For that, nine Islamic non- 
banking financial institutions were selected through snowball 
sampling for this study. Nine Islamic financial institutions were 
studied and both active and inactive institutions were identified. 
Factors like financial status, mode of operations, experience, 
offered services, stability, management of risk, alternative to 
conventional banking, challenges and drawbacks were studied. 
The study shows that due to the existing inefficiencies in the 
conventional banking system, Islamic banking can _ be 
considered as an alternative source for the Kerala government 
to mobilize resources for rescuing it from its debt trap. 
Proponents of Islamic finance do not argue to break the current 
conventional banking system and replace it with Islamic 
banking. But they suggest the need for the alternative for those 
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people who can deposit their money without interest and avail 
money interest-free. Islamic finance is a helping hand to the 
vulnerable sections of our society because it helps them to 
relieve their life from the hands of scrupulous money lenders 
and other conventional banks who charge high interest. It also 
enhances asset creation instead of debt creation. 


The organized Islamic financial institutions show a better 
position in its operation and profit level. They have a strong 
monitoring system with strict rules and regulations for 
rendering their services which are absent in the failed ones. 
Mutual faith between the institution and investors as well as 
institution and beneficiaries are essential for the smooth 
functioning of Islamic finance. There are no hidden charges 
included in this system. Lending activities are taken by the 
institutions based on mortgages and debtor can repay the loan 
on instalment. If the customer defaults their loan account, the 
institution restricts the services to them for a fixed period or 
enlists the customer in blacklist for denying the services. One of 
the positive things with regard to these institutions is that they 
provide products according to the interests of their customers 
and its profitability. 


Savings, contributions from donations, contribution from 
beneficiaries, contribution from NRI, and contribution from 
zakat are the primary sources of funds for the institutions where 
saving account, deposit products, benevolent loans, seasonal 
loans and leasing are the major products offered by such 
institutions. The criteria fixed by the institutions for investment 
are only desire or readiness to invest than any other elements 
such as caste, religion, creed etc. Both successful and failed 
institutions provide funds to entrepreneurs for either starting or 
expanding their business. The successful ones have efficient 
management to take back the loan but the failed ones are 
miscarried in satisfying this function. Organized non-banking 
financial institutions have to keep an account which submits its 
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report to the RBI at the end of the financial year. The general 
public can access the report as part of the regulation by RBI. 
Likewise, the Reserve Bank of India can control the banks for 
rendering interest-free product and services by making 
necessary changes in their rules. The successful institutions 
work like a cooperative society or Kudumbasree model. The 
failed ones faced a threat from RBI due to the violation of its 
rule. Analysis of the interview of the concerned authorities 
revealed that the system of interest-free finance is a way for the 
economic stability due to two things; first it makes asset 
creation and not debt creation and second, it can manage the 
instability situation of inflation and deflation. Islamic banking 
can help our developmental needs instead of approaching 
international institutions like the World Bank. As a result, the 
profit of our economy will be utilized within our nation rather 
than outside. It can also help the poor people for satisfying their 
basic needs without interest burden and it enforces financial 
inclusion in our state. 


There are certain governing issues associated with the 
system that it is functioning against the secularist concept of 
India. But the present study revealed that customers those 
availing the services of Islamic Banking involve both Muslims 
and Non-Muslims while the investors are completely from 
Muslim community. The negligence of appointing skilled 
professionals is a factor for the failure of some institutions. At 
the same time, successful institutions have experienced 
professionals in their institutions. The finance for investment or 
benevolent loan depends upon the capital level of the particular 
institution. The mortgage is the main source of security used 
against their finance. Otherwise, with the promise of the 
members of the director board or depositor, the institution can 
finance. The institution ensures that the fund is used for 
productive and profitable purposes. The ‘shariah’ committee or 
equivalent body checks the genuineness of the proposal and 
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confirms whether the borrower follows ‘shariah’ principle or 
not. The successful Islamic financial institutions in Kerala have 
more than 14 years of working experience. The rigid rules and 
regulations, effective monitoring and continuous follow up are 
the key factors behind their success. It raises the spirit of 
feasibility for commencing Islamic banking in Kerala. The 
failed ones have less than four years of experience except for 
AICL. 


Precautions are taken by the institutions for reducing the 
depth of their losses. The institutions always keep a portion of 
their excess profit for meeting future losses. Compared to 
conventional banks, a small number of employees work in 
Islamic financial institutions. Both successful and failed Islamic 
institutions distributed their dividends only after deducting the 
expenses. Only customers accepting these services have 
sufficient knowledge about Islamic finance in Kerala but not 
others; institutions have less legal provision for canvassing 
people through advertising. Study has already mentioned that 
beneficiaries of the services include both Muslims and Non- 
Muslims. Both depositors and customers have a positive reply 
towards Islamic finance in Kerala due to their best experiences 
with the system. They opined that the government should take 
the initiative of removing the hurdles of establishing Islamic 
finance in Kerala. It is the same opinion of customers in both 
successful and failed institutions. Profitability of more than half 
of Islamic financial institutions reveal its financial potentials 
and majority of the institution selected were succeeding and 
having more than fourteen years of experience hinting to the 
feasibility of Sharia-based finance in Kerala. Unfair attitude of 
the customers, finance without mortgage, ineffective 
Management and improper awareness among the people are 
considered to be the major reason for the failure. 


Islamic Finance has both positive and negative sides 
when analyzing its feasibility in Kerala economy. Delay of 


301 Banking and Financing 


payment, denial of certain financial paper such as draft and 
letter of credit to interest free financial systems by the Indian 
government, lack of confidence, information asymmetry, 
unorganized structure of these institutions, inadequacy of 
common procedure, lack of expert for auditing, existing fiscal 
and monetary policies, low level of deposits, income tax on 
dividends and risk associated with the functioning of the 
system are considered as the challenges for the feasibility of 
Islamic banking in Kerala. But we could be able to see 
favorable conditions such as provision to provide interest free 
finance to its members by Co-operative banks, acceptance of 
Islamic financial institutions by both Muslim and Non-Muslim 
community, support from famous economists and bureaucrats, 
high satisfaction by the beneficiaries and authorities of existing 
interest free financing system and longing for the essential 
amendments of the existing law which stand as hindrance to 
Islamic finance and successive examples of effective 
functioning of Islamic banking in Muslim and Non-Muslim 
countries. 


Major suggestions regarding the study is that the 
government of Kerala should set up a committee with experts 
from Banking and financial fields for doing an intensive study 
regarding the feasibility of Islamic banking in Kerala, and how 
it can be utilized for the development of Kerala economy and 
should submit its report to RBI, Central Finance Ministry, 
Prime Minister with the proposal of amending the existing laws 
such as Section 5(b) and 5(c) of the Banking Regulation Act of 
1949 which prohibit the bank to invest in the profit-loss sharing 
basis. As the same Section 9 of the Banking Regulation Act 
prohibits bank to use any sort of property apart from private use 
and Section 21 of the Act requires payment of interest. It is also 
pertinent that a team with the ministry of finance to visit foreign 
countries and examine the functioning of interest free 
institutions for establishing the same in the country. There are 
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many controversies concerning the name of Islamic banking for 
interest-free services. So by changing its name in to interest- 
free banking, ethical banking, participatory banking etc., we 
can address some controversies 
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Performance of Interest-Free 
and Conventional Non-Banking 
Financial Institutions in Kerala: 

A Comparative Study 


Shagishna K 


The banking system has gained importance during the 
20th century. The modern economy is intended for the financial 
institution's operation, both banking and non- banking financial 
institutions. The emergence of a wide variety of these 
institutions' services can contribute to the economy's overall 
growth and development, including a sectorial extension. 
Accessibility of these financial services in rural areas of the 
country is an age-old question to be asked. Thus in these areas, 
the contributions of the non- banking financial co-operatives 
are inevitable. The concept of the Interest-free non- banking 
financial co-operatives was accepted and_ functioned 
internationally as the number of poor and oppressed society 
sections increases. Hence, the profit and loss _ sharing 
mechanism is the solution for such a community. 


The history of the interest -free Banks is long-dated, but 
it gained a full-fledged status only during the 1980s. Islamic 
banking principles are governed by the Shariah Law, as 
mentioned in the ‘Quran.’ Shariah includes the primary forms 
of financial transactions out of the Interest rate (Riba). They 
function mainly for the welfare of humanity and the economy's 
overall growth; hence its benefits are also open to all 
individuals irrespective of religion. The loss and profit-sharing 


305 Banking and Financing 


mechanisms have many specifications, as in the case of India 
and Kerala. Even though Interest-free banks function well in 
many foreign countries like Malaysia, Iran, and Qatar, India 
lacks government approval for interest — free banks to work as 
similar to the conventional banks. Malaysia firstly issued the 
bonds on an Islamic basis. Like this, many countries issue 
Interest-free Products in Conventional Banks through a 
particular Window. The statistics say that there are more than 
three hundred Interest-free Banks across 48 counties. 


Indian Financial system treats Interest-free Banks as a 
part of the non-banking financial system. Hence, it lacks the 
position enjoyed by other banks in India. The recovery of an 
Interest-free system is essential with a broader operation scale, 
which covers about one-sixth of the globe's land surface. 
Interest-free banks also function as similar to the Conventional 
Banks, mobilize resources from individuals and institutions, 
and channelize them for various investment purposes. In 
Kerala, a lot of co-operative institutions are functioned based 
on the Interest-free procedures. Thus interest- free means 
without the principles of Riba and with the profit and loss 
sharing mechanism. The differences are in the financing 
techniques adopted by the Interest-free Banks. The Interest-free 
financial sector experiences a rapid growth rate in recent years 
by showing significant innovation and changes in 
sophistication. The interest-free structure denotes a fundamental 
departure from traditional interest-based and_ speculative 
practices, relying on real economic transactions such as trade, 
investment, and borrowing based on profit and loss sharing 
mechanism. It incorporates Islam's principles, such as the 
prohibition of Riba, social welfare, and kindness. The modern 
Interest-Free banking system provides the facilities and 
products offered by the conventional banks to their customers 
without charging the interest rate; instead, they prefer the 
profit-loss sharing mechanism. 
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However, an Interest-free financial system is the only 
system working according to a particular religion's principles 
and teachings. It facilitates attractions from the part of secular 
Muslims and non- Muslims on the product created according to 
the Islamic principles; theses products have shown a low level 
of correlation to other market segments and independent from 
the market fluctuations, mainly the subprime crisis. 


Statement of the Problem 


Interest-free banks are mainly aiming to promote the 
welfare of the people; it provides services that can benefit the 
weaker sections of the society. Interest is the primary element 
in the conventional banking system, which hinders the smooth 
flow of resources between the savers and investors. Thus the 
method of interest-free banking can solve this issue, and it more 
effective in rural areas. Kerala is one among the top five states 
with a high Muslim population. Thus the study of the 
alternative aspects of the financial system is very useful, and 
the penetration of the banking services can be more productive. 
The comparative studies of the conventional and Interest-free 
Non — Banking Financial Companies are relevant since the 
modern era demands alternative sources to achieve 
development by utilizing the limited resources. Hence, the 
research problem is how to incorporate some of the efficient 
and practical elements of the Interest-free non — financial 
banking system into the conventional banking and Non- 
Banking Financial Company’s structure, thereby proposing an 
alternative policy framework to reduce financial issues. Islamic 
banks and conventional banks are different in business 
orientation, stability, and efficiency (Uddin, 2017). The study 
examined the role and functions of Islamic banks and 
conventional banks. The Interest- Free scenario has benefited 
people all over the world, but India lacks its acceptance. The 
country's economy, which is in the financial crisis, is essentially 
in need of an alternative system to address its financial crunch. 
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The crisis can be tackled down by the introduction of the 
Islamic Banks / Interest-free banks in India. All studies were 
either a review of the system that focused on the functions and 
the primary services provided by Islamic Banks nor an 
explanation of its working. It also reveals the benefits that can 
be enjoyed by the country and its citizens. 


The present study intends to understand this aspect under 
the background where the Islamic banks are listed under the 
non- banking financial companies in India and attempt to 
compare them with the Conventional NBFC. 


Objectives of the Study 


The study has been undertaken with the broad objective 
to understand the performance and efficiency of the Conven- 
tional and Interest-free Non- Banking Financial Companies 
(NBFC’s). The following are the specific objectives: 


1. To examine the Structure and Function of Conventional 
and Interest-free Non- Banking Financial system. 


2. To compare the performance of the Conventional and 
Interest-free Non- Banking Financial system. 


Methodology 


The quantitative research design was employed to garner 
the necessary information required for the analysis. The study 
relied exclusively on secondary data, including annual and 
quarterly reports collected from both institutions. The study 
considers Kerala State Financial Enterprises (KSFE) as the 
model for the conventional Non- Banking Financial Institution 
and Sanghamam Multistate Cooperative Credit Society Limited 
(SMSCCSL) as the system which works under the Interest-free 
principles. KSFE was selected because some of its functions are 
similar to that of Sanghamam. The canvas of the Islamic Bank 
restricts the selection. Cheraman, Halal Fayidh and Sanghamam 
are the only three commenced operations in the short period. 
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Sanghamam was selected as it has branches both in Kerala and 
Tamil Nadu. Erattupetta Branch (Kottayam) in Kerala was 
selected. Kottayam district of Kerala, the land of 3 L’s- 
Literacy, Lakes, and Latex- and is the first town to achieve a 
100 per cent Literacy rate in India, is taken as the study area. 
Sanghamam and also other conventional banks are functioning 
in this district. Sanghamam Multi-State Credit Co-operative 
Society Ltd. and KSFE branches are located at the heart of the 
Erattupetta city. To assess the performance, data on deposits are 
collected and deposit growth computed from 2015 to 2018. 


Scope of the Study in Alternative Framework 


The interest-free banking sector is one of the most 
important topics to be discussed in the country. During the 
financial crisis of 2008, many traditional banks were shut down 
in many places, while the Interest-free structure of the Islamic 
banks helped them survive crisis. The idea of interest-free 
makes these banks different from other conventional banks. 
Interest-free banking is an investment and financing system that 
has expanded globally. The method is based on ethical values 
and emphasis on the wellbeing of society as a whole. While 
conventional banks fundamentally focused on economic 
transactions and markets, interest-free banks stressed the 
ethical, social, and moral dimensions of wealth creation. 
Concepts such as economic justice, wealth distribution, social 
welfare, and ethical behavior are the pillars of Interest-free 
financial sector. This interest-free banking sector and finance 
sector is about individuals or groups trying to generate profits 
in the current system without breaking the Shariah through 
profit and loss sharing mechanism. The prohibition of the 
interest rate is a means to avoid exploitation and injustice. 
Alternative aspects deal with replacing current conventional 
modes of the financial system with the adoption of the elements 
of an Interest-free banking system, which is widely practiced in 
the world. 
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In contrast, the interest-free banking system provides 
financing and attracts savings based on the profit and loss 
sharing mechanism. An interest-free banking system is an 
approach that can replace or be in harmony with the 
conventional modes of financing. One of the most important 
developments in modern traditional banking is the art of fund 
mobilization for investment; this act involves charging the rate 
of interest. As for non- Muslims, the interest-free banking 
system does not contradict their faith, while it provides their 
society with alternative ideas for investment and finance 
purposes. The Islamic banking industry may reinforce its 
position in the international market as investors and companies 
seek alternative financing sources. 


Non-Banking Financial Companies (NBFC’s) in India 


According to RBI, a Non-Banking Financial Company 
(NBFC) is a company registered under the Companies Act, 
1956 involved in the business of loans and advances, 
acquisition of shares/stocks/bonds/debentures/securities issued 
by government or local authority or other marketable securities 
of a like nature, leasing, hire-purchase, insurance business, chit 
business but does not include any institution whose principal 
business is that of agriculture activity, industrial activity, 
purchase or sale of any goods (other than securities) or 
providing any services and sale/purchase/construction of the 
immovable property. The RBI (Amendment) Act, 1997 defines 
NBFC'S as an Institution or company whose principal business 
is to accept deposits under any scheme or arrangement or in any 
other manner and to lend in any manner. As a result of this new 
definition, several loans and investment Companies registered 
under the Companies Act by Business houses to make 
investments in a group of companies now included as NBFCs. 
The Financial intermediaries in the Indian Financial System are 
broadly characterized by public-owned Monopoly or Oligopoly 
or Monopolistic market structure. The business of asset 
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reconstruction has recently emerged as a green field within this 
sector following the Securitization and Reconstruction of 
Financial Assets and Enforcement of Security Interest 
(SARFAESD Act, 2002. 


The financial system established cannot resolve the credit 
needs of the industrialist. Due to the inadequacy of the financial 
institutions and their services, the companies were set up in the 
private sector under the Companies Act, whose primary 
business was to do non-banking financial business. The non- 
banking financial sector in India has recorded substantial 
growth in recent years in terms of the number of Non-banking 
financial companies (NBFCs), their deposits. The banking laws 
act (miscellaneous provisions act) 1963 was introduced to 
regulate these institutions. For the efficient working of the 
authority, many committees were appointed from time to time 
to analyze the policy effectiveness and make recommendations 
for their growth. RBI, while making a policy framework, 
considers the recommendations of these committees. The 
committees that deserve specific mention are the Bhabatosh 
Datta study group (1971), James Raj study Group (1975), 
Chakravarthy Committee (1985), Vaghul Committee (1987), 
Narasimham Committee on Financial systems (1991), and Shah 
committee (1992). The Shah committee, as a follow-up to the 
Narasimham committee, was the first to suggest a well- 
developed regulatory framework for NBFC’s. 


Conventional NBFC’s 


The conventional non- banking financial institutions have 
the criteria mentioned in Company’s Act and charge interest 
rates for their products. Profit motive is the central aspect for 
charging interest rate in conventional banking. Any non- 
banking institution which is a company and which has its 
primary business of receiving deposits under any scheme or 
arrangement or any other manner, or lending in any manner is 
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an NBFC. RBI’s Financial Stability Report says- NBFCs have 
continued to perform better than the banks. Net profit as a 
percentage of total income remained at 15.3 per cent between 
March 2015 and March 2016. The flow of non-bank resources 
to the corporate sector, which includes NBFCs’ bond market 
borrowing and lending, has increased by 43 per cent from April 
2017 to December 2017. NBFC sector is growing at the cost of 
banks that are loaded by bad loans and weak profitability. 


The conventional NBFC's and the conventional banks 
take charge of the unorganized sector's financial needs in India. 
The conventional NBFC’s are different from that of a bank, 
NBFCs lend and make investments, and hence their activities 
are similar to that of banks; however, there are a few 
differences NBFC cannot accept demand deposits as compared 
to the banks. NBFCs do not form part of the payment and 
settlement system and cannot issue cheques drawn on it. The 
deposit insurance facility of Deposit Insurance and Credit 
Guarantee Corporation is not available to depositors of NBFCs, 
unlike in banks. 


Interest-free NBFC's 


The concept of interest-free banking has wide range of 
acceptance in the whole world; during the past thirty-five years, 
a number of the Interest-free financial institutions have been 
established in different Muslim as well as in some non- Muslim 
countries. These include Islamic banks, Islamic investment 
companies, and Islamic insurance and reinsurance companies. 
The underlying motivation for establishing the institution arises 
from the need for the Shariah-based argument, which emerged 
out of Muslims. Islamic financial institutions are not confined 
to any specific geographical region. They are located in the 
Arab world as well as in the non — Arab world. There are 
interest-free institutions in the capital surplus economies as well 
as in the labor surplus economies. They are working in 


Edited by: Siddik Rabiyath, Abdul Salim. A 312 


developing countries and advanced industrial countries. Thus, it 
is said that interest-free institutions, despite their small number, 
are spatially well diversified. 20th Century witnessed 
tremendous growth and spread of the Islamic Banking 
Institutions worldwide and India. The laws of India hinder the 
functioning of interest-free institutions in the banking sector. 
Thus they are operated under Non- Banking Financial 
Companies (NBFCs). Many other institutions are working 
under unorganized sectors and offering microfinance to the 
society's downtrodden and poor sections. There are only 
three Shariah-compliant mutual fund schemes in India: the Tata 
Ethical, Taurus Ethical, and Reliance ETF Shariah Bees. The 
RBI asked to submit a report based on the introduction of 
the Shariah-compliant in the mutual funds. The SBI had in 
2014 announced to launch the same; however, it was deferred 
to make it a better and more attractive fund in the future, 
according to an official communication. 


The interest-free banking system in Kerala roots back to 
the campaign against interest in 1999. Jamaat-e-Islami Hind 
organized a_ state-wide campaign against interest, and 
Alternative Investment and Credit Ltd (AICL) formed. It is the 
first non- Banking Financial Cooperation in the country. The 
then Chief Minister Shri. A. K Antony inaugurated AICL in 
2000. Kerala State Industrial Development Corporation 
(KSIDC) appointed Ernst and Young (P) Ltd, Mumbai, and 
prepared a feasibility report for the formation of Islamic 
Investment Company in June 2009. The attempt of the KSIDC 
was challenged by Subramaniam Swamy. The then RBI 
governor D Subbarao pointed out that Islamic banking was not 
possible under the present Banking Regulation Act in Kerala. 
Even though the Islamic banks are yet to gain traction in 
Kerala, nearly 2000 self - help groups (SHGs) in eight districts 
have been operating on the Interest-free concept. According to 
the Interest-Free Association's Coordination Committee 
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(INFACC), a society working to bring all SHGs under one roof 
to promote zero-interest microfinance, more than 40,000 
members have benefited from the scheme. An Interest- free co- 
operative bank modeled on the lines of the Islamic banking 
system, possibly the first of its kind in India, launched in 
Kerala, ‘Halal Fayidah’ with the support of the Communist 
Party of India. Among all the Islamic Banking Institutions 
working in Kerala, Sanghamam Multi State Credit Co-operative 
Credit Society Ltd. (SMSCCSL) has its own success story. 


SMSCCSL helps the circulation of the idle money to 
economic transactions. Kerala is the place where the share of 
Muslims contribution is second largest in total population. So 
the adoption of the interest-free banking system is beneficial, 
and the penetration of the banking services to the grass-root 
level of the economy is possible. The elimination of interest 
rates from the banking transaction assists the participation of 
the minority sessions in the banking sector. 


Structure and Functions of Conventional and Interest- 
Free NBFC’s: Comparison of KSFE and SMSCCLs 


The banks' structure and functions play a prominent role 
in the bank's savings mobilization and fund allocation. The 
structure and function of the Non-banking Financial systems 
are entirely different from one another. Thus the conventional 
non-banking structure is well typical, and the structure of 
interest-free non-banking institutions is somewhat a new phe- 
nolmenon. Kerala State Financial Enterprises (KSFE) is a 
public-sector non-banking financial company. Each branch 
works according to the system of the structure, which is 
predetermined. Sanghamam Multi-State Co-operative Credit 
Society Limited (SMSCCSL) is an example of an Interest-free 
Financial Institution operating under the norms of NBFC’S in 
Kerala. 
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Kerala State Finance Enterprises Limited (KSFE) 


Kerala State Financial Enterprises Limited (KSFE) is a 
government-owned company in Kerala established and 
incorporated on 6th November 1969 with a registered office at 
Thrissur. The authorized capital of the company was Rs.25 
lakhs, and paid-up capital Rs.2 lakhs. It increased to 50 lakhs 
and 100 lakhs. The Government's share capital contribution was 
progressively increased from Rs.2 lakhs to Rs.7 lakh in 1970-71 
to Rs. 12 lakh in 1971-72, Rs.28 lakh in the year 1977-78, and 
Rs.38 lakh in the year 1987-88. Now the company has a 
commendable branch network of 577 branch offices and a paid- 
up capital of Rs.3 crores. It has various schemes that cater to 
the needs of the different segments of the population such as 
mobilizing savings by instruments like chitties and deposit 
schemes and channelizing them to the deprived people for 
owning houses and household durables, motor vehicles, and 
equipment for self-employment and providing finance for 
augmenting working capital needs of small traders. The 
objective of its establishment was to start, conduct, and promote 
chit business in India. The company is doing a Hire Purchase 
business, accepting different deposits, and lending a broad 
category of loans. For the last 36 years, it has provided various 
types of saving facilities to Keralites for intensive development. 
It has various schemes that cater to the needs of the different 
segments of the population such as mobilizing savings by 
instruments like chitties and deposit schemes and channelizing 
them to the needy people for owning houses and household 
durables, motor vehicles, and equipment for self-employment 
and providing finance for augmenting working capital needs of 
small traders. The chit businesses done by KSFE Ltd. takes the 
task of mobilizing savings and channelizing them for 
investment purposes. KSFE stands outstanding with its unique 
and secured product type and range compared to Kerala's other 
financial institutes. Being a Miscellaneous Non — Banking 
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Financial Company, it is one of the most profitable public 
sector undertakings of the state. It adopts technology and 
benchmark standards in customer service and performance. 
They aim to spread their branches beyond the borders of 
Kerala. They work to extend resources to the Government of 
Kerala and sustain a commitment to society's weaker sections, 
as the neighborhood institution for support, trust, and security. 
The public undertaking KSFE has 577 branches all over Kerala. 
Thiruvananthapuram district recorded the highest branches 
operating state among 14 districts with 82 branches. Followed 
by Thiruvananthapuram, Ernakulum is in the second position in 
terms of 76 branches. Wayanadu marks the lowest of 11 
branches. The table below shows the District- wise Network of 
branches in the state. 


Table 7. 1: District — wise Network of Branches of 
KSFE in the State 


District Number of Branches 
Kasaragod 13 
Kannur 35 
Wayanad 11 
Kozhikode 46 
Malappuram 35 
Palakkad 27 
Thrissur 46 
Ermmakulam 76 
Idukki 16 
Kottayam 52 
Alappuzha 47 
Pathanamthitta 28 
Kollam 63 
Thiruvananthapuram | 82 


Source: KSFE, Compiled by the researcher from KSFE Data, 
2019 
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Structure of KSFE 


KSFE is the Government-owned Miscellaneous Non- 
Banking Financial Company's great prospect in nearby features 
and aiming to compete with other banks in Kerala. In the year 
1967 Government of Kerala took a policy decision to the effect 
that Chitties/Kuries should direct under State backings. The 
board contains 14 members, including the Chairman and 
Managing Director. The current Chairman and Managing 
Director of the Institution are Adv. Peelipose Thomas and A. 
Purushothaman. Daily administrates affairs of the institution, 
manages and controls the Finance Manager and Business 
Manager. The finance manager is responsible for looking after 
the Central Accounts, Accounts of Branches, and Fixed 
Deposit. 


On the other hand, the Business Manager works on Chit, 
Hire Purchase, Legal and Other Business. At the Head Office, 
the activities are grouped on a functional and product basis 
under the Managing Director's control and supervision. The 
Product departments are the Chitty department and the Hire 
Purchase Department. Accounts Department, Administrative 
Department, Secretarial Department, Legal Department, and 
Internal Audit Department are functional departments. 


The company's management is vested in the board of 
directors from time to time. The Governor may appoint two 
directors other than the Managing director as Chairman and 
Vice-Chairman of the board. The general body representing the 
shareholders is the supreme governing body of the company. 
The Unit heads in the Units, Regional Managers in the Regions, 
and Administrative Officer in the Head Office are responsible 
for the security, upkeep, and proper maintenance of the offices 
concerned. The branch manager prepares a master plan 
outlining the proposed activities with the objectives to be 
attained following the organization's policies and forward it to 
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the head office each year to enable the company to prepare a 
realistic budget every year. She/he keeps correct minutes of 
every auction proceedings and prepares separate Annual 
Balance Sheet for each chitty and takes steps to audit such 
balance sheets and filing of copies with the Registrar at the 
appropriate time. The organizational set up is, by and large, a 
three-tier system with the head office as the controlling body, 
the regional offices at the intermediary level having control of 
the units under them, and at the base level the different units 
which are the profit-generating centers. These units are engaged 
in chitty business and hire purchase financing as their main 
products and accept the public's deposits as a similar product. 
In the head office, the activities are grouped on a functional as 
well as a product basis. 


Functions of KSFE 


An activity that is natural to or the purpose of a person or 
thing termed as function. KSFE mainly accept deposits and 
lend loans for both personal and business purpose. They 
charged interest according to the amount taken as loan. The role 
of KSFE in economic development is the major driving factor 
towards implementing new schemes and policies by the 
Government. It also mobilizes the savings of the people and 
channelizing the amount so available for investment. With the 
Government of Kerala's undertakings, KSFE performs a wide 
variety of functions for the economic welfare, and the profit 
from these systems helps the Government trigger the economic 
crisis with monetary assistance. Thus the institution offers 
varied Deposit schemes for fund mobilization. 


a) Deposits 


KSFE accepts deposits from the members, and they use 
this amount for investment purposes, such as a lending loan for 
the business or the productive initiative. The Chitty business of 
the KSFE is the way to build a good relation with the customer. 
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The interest received for the deposits may vary according to the 
deposit type and nature. Deposit products offered by KSFE are 
as follows: 


Sugama Security Deposit 


The Sugama Security Scheme intended to accept the 
amount outstanding in Sugama Deposits as security towards 
future liability in chitty and other schemes. The advantage 
under this scheme is that the advance will be secured, and the 
monthly installments adjusted from the account, and at the 
same time, the customers can enjoy interest income on the 
Sugama Deposit. Sugama Security Account is to open in the 
subscriber/loanee's name only by depositing the future liability 
in cash or by transfers. No further remittance by any mode is 
allowed in this account. The deposit amount should at least be 
the future liability. However, it can be limited to the chitty/loan 
amount's shortage in the case of combined security. The rate of 
interest will be the same as for Sugama Account. The depositor 
can withdraw the interest accrued and credited to the account 
from time to time. He can withdraw the balance in the account 
after termination of the liability or on providing other security. 


Short Term Deposit 


KSFE collects Short Term Deposits for periods ranging 
from 30 days to 364 days, offering attractive interest rates for 
different slabs. Individuals and Institutions can prefer this 
deposit for temporary parking of funds. When compared to 
Nationalised and Scheduled Banks, the rates of interest are 
much higher. The minimum amount that is deposited under this 
scheme is Rs.5000/-. Deposits in multiples of Rs.500/- will be 
accepted. Short Term Deposits accepted as security to future 
liability in the chitty and loan schemes of KSFE. On maturity, 
these deposits were renewed for a further period at the then- 
existing rates. Provision is also there for premature closure of 
these deposits. 
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Deposit in Trust Scheme 


This scheme specifically designed for the chitty 
subscribers, that allows the prized subscriber to deposit the 
prize money in full/part against future liability intending to 
withdraw the same on furnishing adequate alternate security or 
repayable on termination of the chitty, provided that the amount 
deposited under this scheme should not exceed the future 
liability in the chitty. The deposit period is a minimum of 30 
days from the opening of chitty and maximum until the date of 
chitty termination. 


Fixed Deposit 


It is one of the best deposit schemes offered by KSFE. 
Sugama Deposit Scheme, in its mode of action/procedure, is 
comparable to the Savings Bank deposits in banks, but with a 
higher interest rate. Sugama Scheme is the best in the savings 
account category as it is offering an interest rate of 7 per cent. 
Sugama acts as a safe and sound transaction scheme for 
automated chitty installments payment, deposit interest 
withdrawals, and day-to-day dealings. 


Sugama Deposit Scheme 


This one of the best deposit schemes offered by KSFE. 
Sugama Deposit Scheme, in its mode of action/procedure, is 
comparable to the Savings Bank deposits in banks, but with a 
higher interest rate. Sugama Scheme is the best in the savings 
account category and acts as a safe and sound transaction 
scheme for automated chitty instalments payment, deposit 
interest withdrawals, and day-to-day dealings. 


b) Loans 


KSFE offers loans/ advance schemes comparable to 
those given by banks and other financial institutions. The rate 
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of interest and the period varies for each loan. Loans/ advances 
offered by KSFE are as follow: 


Sugama (Akshaya) Overdraft Scheme 


The scheme's objective is to provide an overdraft facility 
to Government Employees, Employees of Public Sector 
undertakings, and Aided Schools/Colleges up to a sum of 
Rs.50000/- based on their salary certificate. In the case of 
engaged couples coming under the above category, overdraft up 
to Rs.500000/- availed. The loanee shall open a Sugama 
(savings) Account with any of the branches of his/her choice. 
She/he can deposit and withdraw any amount, as in the case of 
a regular Sugama Account. Whenever the account is 
overdrawn, the interest charged at 13.00 per cent, only for the 
specific number of days and amount overdrawn. If the account 
shows a credit balance, the account holder is eligible for 
ordinary Sugama interest based on the monthly minimum 
balance. The period of this overdraft facility is 36 months. It 
renewed subject to conditions. With this scheme, the employees 
coming under the above category will benefit from meeting any 
financial exigency at a low cost. Since the loanee can withdraw 
the amount as per his/her requirement and interest is charged 
only to that extent, he can save the interest cost as far as 
possible. 


Vidyadhanam Education Loan Scheme 


Vidhyadhanam Loan Scheme of KSFE is designed for all 
Keratitis students who intend to seek professional courses. Loan 
amount of minimum Rs 5 Lakhs and a maximum of Rs 10 
Lakhs disbursed according to the requirements from admission 
to completion, of course. The loan is long term that has to be 
repaid within five years from the 12th month of completing the 
course or on employment, whichever is earlier. The interest rate 
is 12.25 per cent for regular customers. 12 per cent for the EWS 
category, i.e., the parent or guardian of students’ annual income 
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is less than One Lakh. However, for students under the 
Economically Weaker Section, the Government will give a 4 
per cent subsidy, and therefore, the effective rate will be only 8 
per cent. 


KSFE Personal Loans 


Customers are valuable to them. KSFE offers a loan 
scheme for customers, which allows the customer to take a 
maximum of Rs.2500000 (Rs.25 lakhs) as an advance for 60 
months. The customers can avail of KSFE personal loan of 
KSFE with a good track record of one year or more. 


Kanakadhesa Loan 


The scheme aims at providing loans for the purchase of 
gold ornaments for marriage purposes. All persons eligible to 
enter into a contract under the Indian Contract Act are eligible 
for the loan, provided the loanee has to repay capacity and 
produces security, which is sufficient and acceptable to the 
Company as per the norms in vogue. As this loan is given only 
for marriage purposes, the genuine proof is produced to the 
company's satisfaction. The loanee will be allowed to purchase 
BIS. 916 Hallmarked gold ornaments from reputed jewelers 
approved by the Company based on their application, and 
scrutiny and Goodwill of the Jewellers. 


KSFE Haritham Loan Scheme 


KSFE Haritham Loan Scheme is for the supply and 
installation of solar panels, biogas plants, solar water heaters, 
and the purchase of energy-saving household durables viz., 
fridge, washing machine, air conditioners. Having a 3-star 
rating and above. 


Trade Finance 


KSFE Trade Finance is an advance to the small scale 
traders to enhance their working capital. The maximum finance 
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limit for a trader is Rs.1 lakh. The scheme availed by producing 
valid proof to show that the applicant has a small-scale business 
venture. A site inspection was conducted to verify the location 
and holding of stock-in-trade. The minimum period for the 
repayment of a loan is 12 months, and the maximum time limit 
is 60 months. 


KSFE Housing Loan 


KSFE helps the customer to build their dream home. 
KSFE Housing Loan is also available for purchasing land for 
housing, renovation of the existing house, and the outright 
purchase of a house/flat. To avail of this loan scheme, one must 
fulfill/meet any one of the following criteria: the applicant must 
be a salaried person, business people who are income tax 
assesses, NRIs, persons earning rental income, or professionals 
like doctors/engineers/lawyers/chartered accountant. The 
principal is repayable within 360 months (i.e., 30 years) or 
applicant's attainment of 70 years of age, whichever is earlier. 


Car Loan 


Loan offered by KSFE for buying new cars. This loan 
availed by salaried persons having a net monthly pay exceeding 
Rs.10,000 and self-employed professionals/business people/ 
income tax assessed having an average annual income of more 
than Rs.2 lakhs for the last three years. The minimum period of 
the loan is six months, and the maximum is 60 months. The 
interest rate payable for loans up to 35 months is at 12.00 per 
cent per month, and the rate is 14.00 per cent if the loan period 
exceeds 35 months. 


Consumer Vehicle Loan (CVL) 


KSFE CVL Scheme helps the customers acquire white 
articles, vehicles that they have always dreamed of owning. The 
articles for which CVL made available include all consumer 
durable articles, including computers, motor vehicles -two & 
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four wheelers, specific durable medical equipment for clinics, 
agricultural equipment/appliances. The maximum amount of 
advance is Rs.1500000/- under this category. Types of security 
acceptable for chitty prize money are acceptable in the case of 
CVL also. 13.00 per cent (simple) is the interest rate applicable, 
and for defaulted accounts, 15.00 per cent (simple). The 
duration of the advance is between 12 months and 60 months. 


Chitty Loans 


Chitty Loan is a bridge between customers’ actual 
financial need and the delay in chitty getting prized in their 
favor. If they are a non-prized subscriber in a chitty and 
remitted 10 per cent of the total number of installments 
promptly, they are eligible for an advance up to 50 per cent of 
the total chitty amount or sala (gross subscription to be remitted 
per month multiplied by the number of installments in the 
Chitty). The maximum amount of advance is Rs.7500000/- 
under this category. The advance's principal settled by 
adjustment from the Chitty prize money, and the interest has to 
be remitted every month. The advance's interest rate is 13 per 
cent (simple) and for defaulted accounts, 15 per cent. 


Sanghamam Multi-State Co-operative Credit Society 
Limited (SMSCCSL) 


Sanghamam is an initiative formed as part of 'Vision 
2026' under Sahulat Microfinance Society- a national NGO to 
facilitate Interest-Free Microfinance to serve the economically 
marginalized sections of society uplift them through interest — 
free micro-financing. Sanghamam is registered as a multistate 
co-operative credit society with headquarters at Calicut with 
authorized share capital of it is Rs. Fifty crores and branches in 
Kerala, Tamil Nadu, and Pondicherry. The management of the 
society is vested with the Board of Directors consisting of 20 
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members. The president of the society is Mr. K Hussain, 
Kozhikode and managing director of the society is Mr. K 
Muhammad Ashfaq. The working of society is purely based on 
the Interest-free concept of the Muslim religion. They offer 
deposits and loan facilities only for their members. One who 
wants to take a loan or want to deposit in the society needs to 
be a member of society. With the capital redistributed among 
the members as interest-free micro-credits, they can develop 
self-employment ventures and social enterprises to sustain and 
empower themselves and _ their neighborhoods. Thus 
Sanghamam envisages socio-economic engineering, which will 
lead to Swaraj, empowerment, and independence of the 
underprivileged and marginalized sections. Sanghamam aims to 
promote participatory microfinance for achieving financial 
inclusion and sustainable growth of society. It plays a vital role 
in building an egalitarian society and encouraging its poor and 
downtrodden sessions. They go to the grass-root level through 
branches established in potential rural and suburban areas. The 
projects generated by the beneficiary members were selected 
after risk pooling and mitigation. Proper mentorship and 
monitoring were provided for implementing the selected 
projects successfully. The management of the society is vested 
with the Board of Directors consisting of 20 members. 
Sanghamam has achieved Bronze Award from “Sahulat 
Microfinance Society, Delhi” for the best performance in the 
last three years from 2016-2019. 


At the beginning of the year, SMSCCSL had 8231 
members with a total share capital of Rs. 2,93,80,000. 
Membership and share capital has increased 13614 and Rs 
4,09,91,600 respectively by the close of 2019, which showed a 
remarkable growth of 5384 in membership and Rs. 1,16,11,600 
in share capital respectively. They are implementing nine 
different loan products, mainly Interest-Free Participatory 
Microfinance, for their self-employment and _ productive 
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activities. The society provides total loan assistance for Rs 
25,54,28,853 to their members during 2017-2018 under 
different schemes, and at the end of the year, the balance of the 
total loan outstanding was Rs 15,87,69,570. The society 
established to promote participatory microfinance for achieving 
financial inclusion and sustainable growth envisaged as socio- 
economic engineering, which would lead to the empowerment 
and independence of the needy and marginalized people. 


Functions of Sanghamam 


Business organizations mainly worked for the sake of 
profit by performing lawful activities. Banks are also a business 
organization to work for the motive of profit creation. 
Sanghamam is working as a trading concern and financial 
intermediary to perform interest-free activities according to 
Shariah's principles. It is a welfare organization that promotes 
trade and business by pooling the financial resources for profit 
and loss for mutual benefit. Sanghamam contributes much to 
human development and plays a decisive role in economic 
development. It is found that the Society gets to profit from 
business loans and can also promote the members' savings and 
investment activities by determining the profit-sharing 
mechanism. Majority of the members from Sanghamam 
believes that work are excellent, and they fully satisfy the 
functions performed by the society. It plays a vital role in the 
economy to promote productive activities that enhance 
economic growth and prosperity. It can ensure fair distribution 
of income, reduces injustice, and facilitates production and 
business activities. Sanghamam performs two types of 
functions that are fund based and non — fund based. Fund based 
activities are called the primary functions of society. They 
accept deposits from savers on a profit and loss basis and lend 
money to deficient individual/ business units on a profit and 
loss sharing basis. Society may receive the deposit from people 
under the current account and do not pay any interest but may 
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charge a minimum level of the fee for the services provided by 
them. Society lends money to borrowers for short — term, 
medium-term, and long — term investment. It only shares the 
profit earned during the business. Society now will not share 
the loss, which is a significant drawback that society faces. 


Sanghamam offers a wide variety of financial services in 
both Deposits and Loan. Mainly people depend more on 
Sanghamam for Loan facilities than other agencies. Most 
people depend on Business loans. If the borrower incurred any 
loss while doing the business, he would have to repay the 
principal amount only. Deposit and Loan Products offered by 
Sanghamam are explained below. 


Cc) Deposit Products 


In Interest-free banking, the customer deposits his/her 
money in a specified account, and the banks give a guarantee to 
return the money with the interest rate. The bank may charge 
the customer for looking after the money, and it may 
pay Hibah (gift) to the customer. The customer is allowed to 
withdraw the money on demand. The deposit products offered 
by Sanghamam Multi-State Credit Co-Operative Society are as 
follows: 


Fixed Deposit or Term Deposit (Suraksha) 


The minimum amount of Fixed/Term Deposit is Rs.50 
and in multiples of Rs.100 for the minimum period of three 
months, which can be extended many months or years. On 
accepting the deposit, a fixed deposit receipt in the prescribed 
form containing details as to the name, membership number of 
the depositor, date of the deposit, the amount deposited, the 
period of deposit, and maturity date of deposit bearing the seal 
of the particular branch and signature of the Branch, is issued to 
the members. Advance intimation to the maturity of the deposit 
is given to the concerned depositor. On maturity, the deposit 
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amount is repaid to the member on surrendering the deposit 
receipt acknowledging receipt of the amount, if it is not 
renewed/reinvested. On renewal/reinvestment, a new fixed 
deposit receipt will be issued to the member, collecting back the 
earlier receipt and canceling it. Advance not exceeding 90 per 
cent of the fixed/term deposit is provided to the member on the 
security of his/her fixed deposit up to a minimum period, not 
exceeding the maturity date of the members’ deposit. On 
executing the necessary bond, the advance is paid. If the 
advance amount is not repaid before the deposit's maturity, only 
the balance amount after adjusting the amount of advance will 
be paid to the member collecting back the fixed deposit receipt. 


Savings Deposit (Sambadya) 


Savings Deposit intended to encourage savings habit 
among the members. A savings account opened with any 
amount not less than Rs.100. The account opened and operated 
jointly by more than one member. Savings account holders will 
be provided with passbooks and withdrawal slip leaves to 
facilitate withdrawals. The balance amount in the account can 
be withdrawn at the members presenting withdrawal slips and 
the passbook, keeping the minimum balance of Rs.100. In case 
of accounts in an official capacity, necessary proofs are needed 
to open and operate the account produced. In such a case, in the 
event of a change of the office's person, necessary proof of 
authorization for the office's persons presented. Though only 
the account holder can withdraw money from the account order 
his signature, remittances can be made for him by another 
person. Remittances can be by cash or by cheque/draft on other 
banks, in which case the amount will be credited only after 
realizing the instrument's proceeds. No withdrawal pending of 
the realization will be permitted. 


The minimum amount required for opening a current 
account is Rs. 200, and the same shall be the minimum balance 
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amount in the amount can be withdrawn slips, which provided 
to the member with a passbook. A joint account is also 
permissible. Any amount can be deposited and withdraw from 
the account. However, no withdrawal will be permitted. 
Remittances can be either by Cash or cheque/drafts or another 
bank of which the depositor is the drawer or holder in due 
course. However, the account will be credited only to realizing 
the instruments' proceeds in the latter case. No withdrawals on 
the strength of the cheques/drafts will be permitted pending 
collection of the same. Though the withdrawal slip is drawn in 
favor of another person, it cannot be transferred by 
endorsements, i.e., the withdrawal slip is not a negotiable 
instrument within the meaning of the Negotiable Instruments 
Act. The amount holder will be free to close the account at any 
time, in which case he will have to submit an application 
expressing his intentions with a slip for withdrawing the 
balance in full. He shall have to surrender the unused paying 
slips and the passbook also. No facility for discounting cheques 
and permitting withdrawals on the strength of discounted 
cheques will be available. 


Recurring Deposit 


Recurring Deposits are collected for various periods, 
ranging from 1 to 5 years in weekly or monthly installments by 
multiples of Rs. 10. Members are to enroll in Recurring 
Deposits based on prescribed applications. They will be issued 
passbooks allowing separate folios in the Recurring Deposit 
ledges. The deposits installments will be collected from the 
enrolled members by the deposit collecting staff visiting them. 
Simultaneously they will be issued receipts after entering the 
remittances in the passbook with the members. After the 
balance in the deposit A/C reaches 50 per cent or more, the 
depositor can double the balance in his Recurring Deposit 
account, subject to the condition that the total deposit shall be 
securing for the advances besides the personal surety of the 
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depositor. When advances are allowed, necessary entries shall 
be made in the depositor's passbook and the ledger folio of the 
depositor. The period of the advances shall not exceed the 
maturity period of the depositor, and the advances collected in 
installments. The installments of the advances were collected 
along with the deposit installments. After attaining maturity, the 
deposit amount's balance is paid back to the depositor after 
adjusting the advance amount on surrendering the passbook by 
the depositor. 


Group Recurring Deposit (Sanghamithra) 


It is a particular type of Recurring Deposit, which is 
implemented for a group of members willing to join a particular 
group. Members willing to be included in a particular group 
will have to apply for the same. The deposit will be collected 
from them in fixed installments for a specified period for 1 to 2 
years, either weekly or monthly. Collections are made through 
collectors who will issue receipts to the members and make 
necessary entries in the passbook provided to each depositor. At 
the end of every week/month, lots will be drawn, and who gets 
the lot paid the amount of the deposit, and at the end of the 
period, it would be accruing. The security for such advance 
payment shall be the deposit amount and the depositor's sureties 
and another depositor in the group. Subsequent lots were 
drawn, excluding the member in whose favor lots have already 
taken. Lots took in the presence of the available depositors of 
the group. The amount of the collections under the first 
installment will be taken by society towards service charges. 
Hence each depositor will have to pay one installment more. 
All other formalities and precautions in respect of regular 
recurring deposits followed here also. 


Daily Deposit 


Daily Deposit, as the term itself denotes, is collected 
daily by the collectors visiting each depositor. Members can 
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enroll for daily deposits submitting the required application 
containing details regarding the period total amount and the 
daily installments of the deposits. The minimum period of a 
daily deposit shall be six months, and the installment is to be 
multiples of Rs. 10. However, the minimum amount of daily 
installment is to be Rs. 50. The collectors will visit each 
depositor daily, excluding Sundays, and collect the daily 
deposit amount issuing receipt simultaneously, making 
necessary entries in the passbook provided to the member. A 
daily depositor can avail advance on his daily deposit's security 
and his surety, an amount not exceeding double the balance in 
his deposit account but not exceeding the amount of deposit on 
the maturity. Further, the period of the advances shall not 
exceed the maturity period of the deposit account. On maturity, 
the balance amount in the deposit account paid to the depositor 
will have to surrender the passbook for necessary verification in 
the office. 


Home Safe Deposit (Aishwarya Bhavan) 


Members who enrolled for ‘Home Safe Deposit’ based 
on applications obtained with small locked cash chest/ boxes to 
insert cash and a passbook. The name of Sanghamam is written 
on the chests/boxes. The branch will retain the key of the 
chest/box. Members will take the chest/boxes to their family/ 
houses and put any amount by the member and the family 
members according to their conveniences. At periodical 
intervals, Sanghamam authorities (mostly collectors) will visit 
the houses with keys of the boxes and open the same. Each box 
will be counted and taken after giving a receipt to the member 
simultaneously, making entries in the passbook. The deposit 
account of the member will be credited accordingly for the 
amount so received. Care takes to ensure the amounts deposited 
in the chests/boxes by the members who have availed advances 
on the deposits' security are sufficient to cover the advance 
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amount before the period of maturity. Specific conditions to 
that effect provided in the bond/agreement for the advance. 


Notice Deposit 


This type of deposit is repayable based on notice 
received from the depositing member. The notice period is to be 
not less than 30 days. Repayment of the deposit amount will be 
effected immediately on the notice period's expiry period 
receiving back the deposit receipt with the member's 
acknowledgment for having received the payment. No advance 
provided on the security of notice deposits. Other outstandings 
and due liabilities of the member can, however, adjusted against 
the deposit account with advance intimation to the member. 
Any amount received as a notice deposit. However, the 
minimum amount is to be Rs. 1000 with the multiples of 
Rs. 100. 


Special Scheme Deposit 


These types of deposits intended to help the members for 
mobilizing their small savings over a period with the object/aim 
to utilize the accumulated amount of a specific object/ 
scheme/purpose such as education of a son/daughter, the 
marriage of the daughter, Hajj or other pilgrimages, purchase of 
house plots, construction of a house. The minimum period for 
which these types of deposits are to be made shall be five years 
and may be for up to any number of years based on the nature 
of the scheme or object of the member, his capacity, and 
convenience, which he is to decide. The period for the deposit 
account started shall be specified by the member in the deposit 
application to be submitted. According to his convenience, the 
member will be free to remit any amount to the account's credit 
during the period. Members enrolled under the individual 
scheme deposits will be provided passbooks with noting 
regarding the deposit's object/purpose with the beneficiary's 
name if he/she is other than the depositor. Necessary entries are 
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made in the passbook under the initials of the branch manager. 
The depositors shall keep in safe custody with them the receipts 
issued for the remittances. The account's balance will be paid to 
the depositor after necessary verification with the passbook to 
be surrendered by the depositor and other relevant records on 
the deposit's maturity. 


Loan Products 


Interest-free loans in any form of financing are made 
according to Islamic law, which forbids or restricts the interest 
payment. Most Islamic loans are partnerships or joint ventures, 
but they are called loans because they accomplish much the 
same thing as conventional loans. A component of Islamic 
banking is, therefore, the Shariah-compliant loans. As the name 
indicates, a Shariah loan is a loan taken and given based on 
Shariah's rules and guidelines. There are several forms 
of Shariah-compliant loans offered by Sanghamam. They may 
offer financing opportunities for their customers to purchases 
through which they can have access to funds without parting in 
a system of interest. The following are a few examples of loans 
offered by Sanghamam. 


Micro Enterprise Financing 


Financing services under these categories will be 
provided to individual members and the self-help group of 
members, based on sharing the net benefits and the actual 
risk/loss. The maximum period for which the assistance made 
will generally be five years. The maximum amount of 
assistance provided will be 80 per cent of the project cost, 
leaving the applicant's balance to be contributed. The maximum 
amount of assistance will be limited to Rs 5 lakhs. The assisted 
types of machinery. It shall be under hypothecation with 
Sanghamam till the assistance is fully repaid. The amount 
provided is to be repaid in easy installments that would be fixed 
with each project's nature, repaying the member's capacity. The 
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repayment installments can be daily/ weekly/monthly based on 
each project's nature, and Sanghamam will make arrangements 
for the timely collection of the same. The installments of 
predetermined income/benefit collected along with the 
installments of the assistance. At the end of each three months 
or other intervals as practical, the share of income/benefit due 
to Sanghamam will be recalculated based on the actuals and 
necessary adjustments. Sanghamam will consider only the risk 
or loss incurred/ caused for reasons beyond the member's 
control even after taking due care and caution. Sanghamam will 
have every right to inspect and verify all records, stock, and 
properties of the assisted projects at any time and give 
necessary advice/directions which the member shall be liable to 
adhere to without fail. Securities to be provided regarding these 
categories of assistance up to 1 lakh, the applicant's surety, and 
two ordinary members. In case of assistance to self — help 
Group on the personal sureties of all the members and pledge or 
hypothecation of Machinery, equipment, furniture, fittings, and 
pledge of gold/gold ornaments owned and possessed by the 
applicant and personal surety of applicant. 


Short Term Financing for Business Operations 


Sanghamam will provide short-term financing for a 
period exceeding six months to the members towards additional 
working capital required to increase inventory stock, mainly 
during peak business seasons or special occasions. This type of 
financing service will be provided only to existing business 
establishments having stability and standing. The maximum 
amount of assistance under this category will usually be RS 2 
lakhs. In exceptional cases, it may go up to Rs. Three lakhs. 
The amount will be assessed based on the cost of additional 
stock to be acquired. The maximum amount of assistance will 
not exceed 70 per cent of the cost of the required additional 
stock. The application shall accompany statements showing the 
latest position of cost of stock held, monthly sales for the 
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preceding six months, and an additional amount of monthly 
sales expected to utilize the assistance during the assistance's 
pendency. Primary security will be pledge/ hypothecation of the 
business establishment's asset with any collateral or other 
securities or, additionally, the personal surety of the member 
and two other members. Along with each repayment 
installment, the member shall have to pay a proportionate share 
of gross profit on the additional monthly sales noted in the 
statement enclosed to the application. The establishment's stock 
at cost price in the joint name of Sanghamam and the member 
concerned. 


Commercial Vehicle Financing 


Financing under this category provided to procure mainly 
three-wheelers/pick up commercial vehicles for self-employ 
ment of the members, and also for consumer durables and 
household items such as television sets, Fridge, Washing 
Machine, Furniture& Fittings. Required by the members. The 
maximum period of Vehicles’ assistance will be for three years, 
and household types of equipment and consumer durables will 
be for one year. The maximum amount of assistance for 
vehicles will be RS 2 lakhs, and for household items and 
consumers, durables will be RS 1 lakh subject to 80 per cent of 
the total price. Price in the case of Vehicles will include the cost 
of bodybuilding, registration charges. Primary security shall be 
hypothecation, and additional collateral or any other security 
may also be collected. The amount of financial assistance will 
be the net amount paid to the supplier, excluding the member's 
contribution and adding to that expenses for bodybuilding, 
registration charges (in case of the vehicle) plus 8 per cent or at 
such other rate that may be fixed from time to time there on 
towards margin of Sanghamam. The ownership of the vehicle 
transferred to the member-only after clearing all his liabilities 
under the assistance. In addition to usual documents, the 
member shall execute a hypothecation deed/agreement in favor 
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of Sanghamam and sale letter in the forms prescribed. 
Assistance will be provided only to purchase new vehicles from 
approved dealers, and payments towards the price will be made 
directly to the supplier by Sanghamam. The price will include 
the cost of bodybuilding, registration charges, and the first 
insurance premium. 


Financing on Security of Deposit 


Financing on the security of fixed/term deposit of 
members sanctioned subject to a maximum of 90 per cent of the 
deposit amount. The period of the assistance shall not exceed 
the maturity period of deposit. The member who avails 
assistance on the security of his fixed/term deposit shall have to 
surrender the original deposit receipt with him to Sanghamam 
when the amount of assistance will be noted on its face and 
execute the necessary agreement along with the application. 
Acknowledgment for the receipt of Deposit receipt given to the 
member. For assistance to a member of the security of 
fixed/term deposits, the purpose of the assistance will not 
strictly insist. Upon the assisted amount's repayment before the 
deposit's maturity, the deposit receipt already received will be 
returned to the member after noting the release. However, if the 
assistance is not repaid before the deposit's maturity, only the 
balance amount after adjusting the outstanding under the 
amount of assistance paid to the depositor. 


It observed that the structure of KSFE is entirely 
different from Sanghamam, which is an interest-free institution. 
The structure of Sanghamam is depicted as the way which is 
different from that of the commercial NBFC's. There is a 
significant difference in the structure and function of KSFE, a 
Miscellaneous Non — Banking Financial Company, and 
Sanghamam, an Islamic Non — Banking financial Co-operative 
society. They mainly contributed to the welfare part of the 
economy and works for the overall development of society. The 
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prohibition of the interest rate is the attractive primary principle 
of Sanghamam as compared to KSFE. The visions of KSFE are 
mainly extending resources to the Government and help the 
weaker sections of the society. 


On the other hand, the vision and mission of Sanghamam 
are to uplift the economically marginalized sections of the 
society and promote participatory microfinance through 
innovative and unique financial services. They create a 
transformational relationship with their members. The financial 
services and the products offered by the KSFE and Sanghamam 
are different from those of the banking system, even though 
there are differences between the products offered by these two 
NBFC’s. Sanghamam offers products such as deposits and 
loans without the interest rate principle and focuses on the 
Profit and Loss sharing mechanism. KSFE charges interest rates 
for both deposits and loan products from the customer. They 
mainly focus on the Chitty business, which is the main profit 
contributor to the institution. In the case of Sanghamam, the 
General Body selects the Board of Directors. From this Board 
of Directors, President and Managing Director selected. The 
Managing Director is the executive head of the Society with a 
seat on the board. The Directors of the General Body elected 
for five years in the presence of the Returning Officer. 
Sanghamam has seven branches, and each branch has a 
Manager to look after the working of the branch effectively. 


Each branch has a Local Advisory Committee consisting 
of seven members knowing the locality and people around 
them. The Board of Directors governs KSFE, and they appoint 
the Chairman and Managing Director. The control of the 
Administration and the Confidential Section fell on Managing 
Director. Regarding the functions, KSFE stresses the 
development of society through the efficient contribution by the 
Government. Sanghamam, it mainly works for the financial 
inclusion of the minority sections of the society. It operates as a 
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trading concer and financial intermediary to perform interest- 
free activities according to Shariah's principles. It can promote 
the savings and investment activities of the members by 
determination of the equilibrium profit-sharing mechanism. The 
loan products offered by the Sanghamam based on 
the Shariah principles are Micro Enterprise Financing, which is 
provided to individual members and self-help groups. Thus it 
can be concluded that the structure and the functions of the 
Interest-free NBFC and KSFE, which is a Miscellaneous Non — 
Banking Financial Company, are different even though they are 
under NBFCs. 


Performance of Conventional and Interest-FreeNBFCs 


The financial sector is the most significant economic 
sector in the modern scenario. The financial sector is the most 
important economic sector in the modern scenario. The sector 
acts as intermediaries in channelizing funds from surplus units 
to deficit units to fully utilize them. An efficient banking 
system of nations has significant positive externalities that 
increase economic transaction efficiency in general. There is a 
significant shift in the policy atmosphere's banking system after 
introducing financial sector reform in 1992; these reforms 
influence commercial banks' working. One of the main 
objectives of financial sector reform was to improve the 
banking system's efficiency in the Indian economy. The 
emerging outline brought possibilities and challenges to 
NBFCs- an integral part of the Indian Financial system- 
providing a profoundly meaningful economic development 
contribution. Although Kerala is a state enhanced with a good 
bank network, the variant financial needs, which emerged 
parallel to the state's developmental movements, always 
demand multiplicity in financial institutions. Several NBFCs in 
Kerala cater both long term and short term financial 
requirements of the people. The contribution of these entities 
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towards the development of the regional community is 
admirable. 


Expenditure Pattern of KSFE and Sanghamam 


Expenditure is the total amount of money that the 
Government, institution, or person spends. In _ banking, 
terminology expenditure has two primary forms of expenses 
interest and non-interest. Interest expenses incurred from 
deposits, short-term and long -term loans, and trading account 
liabilities. A non-interest expense is an expense other than 
interest payments on deposits and bonds. Selected non-interest 
expenditure was incurred by KSFE and Sanghamamis, as 
shown in figure 8.1. 


Figure 7.1: Non- Interest Expenditure Incurred by KSFE 
and Sanghamam 


aa 


Office Rent . 
Travel 


eget 


Telephone 
Charges/ 
Nia Band 


SS ges 


+) e ) 


Salaries <4 Printing & 
a \ Saad 
Bank Repair & , 
Charges & (ose 
N comssissi 


IN commission Adv — 


Ny nt Expenses 


Source: Compiled from KSFE and Sanghamam Reports (2015- 
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The expenditure pattern of KSFE and Sanghamam 
includes the items mentioned above. Office rent is the rent 
given for the building where it operates. Travel Expenses 
means the expenses incurred when traveling for the institutions 
— the telephone and internet expenses listed in the telephone 
charges/ Board Band Charges. Institutions require printing and 
stationery items. The expense of repair and maintenance is the 
cost of the wear and tear of the institution items. The 
advertisement characterizes the modern world; every product 
reaches the market with a strong advertising background. There 
are advertisement expenses to promote the institution and 
promote the institution's services and products to the common 
public. The bank charges and the Agent's Commission are the 
charges that the bank is to pay to the authority, and the 
commission is the payment to the institutions’ agents. These 
agents are the deals between the institute and the customer. 
They play a significant role in the modern world, where people 
have no time to come to the bank and enquire about their 
facilities and quarries. In the absence of modern banking 
services in these institutions, the agents' role is inevitable. 
Salaries and the Allowances are the payment given for the staff 
of the institution. It occupies a significant share of the expenses. 
The day today, they are working expenses other than all the 
mentioned termed as the Office Expenses of the institutes. The 
food and refreshment expense are the expenses that arise when 
there is a meeting or on the functions. These all are similar 
components of expenditure of KSFE and Sanghamam. 


Deposits of KSFE and Sanghamam 


Deposits with the banks mean that the money is placed in 
the banking institutions for safekeeping. Banks offer several 
deposits schemes for their customers. Deposits schemes are 
different for interest-free and conventional banks; though there 
are differences in these banks' deposit schemes, only identical 
schemes are selected for analysis. KSFE pays interest for the 
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amount of the money that is kept under the savings account. 
However, the concept of interest is prohibited in the interest- 
free banking system like Sanghamam. Here the withdrawal 
limit is set by the bank or the institution. Fixed or Term 
deposits are the primary liability to the banks. In the case of 
KSFE, the depositor gets a higher rate of interest on this 
account. Nevertheless, in Sanghamam, there operates a profit 
and loss sharing mechanism, which shares the portion of the 
profit with the institute. The fixed deposits are to withdrawn 
after attaining the maturity period only. 


Assets of KSFE and Sanghamam 


Assets are classified into different forms as the sector 
demands. All tangible and intangible properties owned or 
controlled to produce value and have a positive economic value 
are assets. In the banking field, Assets are having a precise 
definition, which includes all forms. Assets mainly refer to the 
ownership of the value of capital, which is converted into cash. 
All Assets that are possessed by the bank termed as assets of 
the bank. Asset holdings of KSFE and Sanghamam are 
different, and the only similarity is in the 'Cash on Hand.' The. 
Cash on Hand is highest for Sanghamam (19,754,809) than that 
of KSFE (1,586,278). Thus Sanghamam has the most 
significant portion of the reserves than that of the KSFE. 


A comparative analysis of Performance and 
Efficiency 


Comparison between KSFE and Sanghamam, two 
NBFC’s can be done through Percentage Analysis. Percentage 
analysis is the method to denote raw streams of data as a 
percentage (a part in 100 - percent) for a better understanding of 
collected data. Percentage Analysis is applied better to create a 
contingency table from the frequency distribution and interpret 
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the collected data. The percentage analysis of the comparison 
between KSFE and Sanghamam is shown in table 8.2. 


Table 7.2: Performance and Efficiency Comparison of 
KSFE and Sanghamam (in Rs) 


KSFE Sanghamam 
Year 
een Deposits Assets zepend: Deposits Assets 
diture iture 
2015 6602068 65245698 834329 494103.3 =e i 790500 
9 a 9 9 0 
(17.82%) (37.12%) (52.59%) | (3.45%) (13.60%) (4.00%) 
2016 7830528 84018835 164810 9994491 56077611 3130280 
. ‘0 . ‘0 . ‘0 . ‘0 . ‘0 . ‘0 
(21.13%) (47.80%) (10.38%) | (69.91%) | (26.14%) | (15.84%) 
2017 10964262 15462833 473927 1709352 | 49082541 1711184 
. ‘0 . ‘0 . ‘0 . ‘0 . ‘0 '° 0 
(29.59%) (8.79%) (29.87%) | (11.95%) | (22.88%) (8.66%) 
2018 ae 11018733 113212 2097741 80104333 | 14122845 
0 yy 9 a a 
(31.44%) (6.26%) (7.13%) | (14.67%) | (37.35%) | (71.49%) 
Total | 37047171.5 | 175746099 | 1586278 | 14295687.3| 214451086 | 19754809 


Source: Reports of KSFE & Sanghamam (2015-2018) 


In the case of Expenditure, KSFE has the highest amount 


(37,047,171.5) over the four years compared to Sanghamam 
(14,295,687.3). Deposits and Assets are higher in Sanghamam 
than that of KSFE. Deposits, which include Savings and fixed 
deposits, increases in 2015-2016 after that it starts declining as 
a concern to KSFE. Asset holdings of KSFE show a fluctuating 
growth. In the case of deposits of Sanghamam, it increases over 
the period. Asset holdings also increase in the case of 
Sanghamam. 
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Table 7.3: Deposits of KSFE and Sanghamam (in RS Lakh) 


RSEE 2015 2016 2017 2018 
Savings 
Deposits 67.71 78.15 119.49 97.46 
Eee 584.75 762.04 35.14 12.73 
Deposits 
840.19 154.63 110.19 
Titel 652.46 (98.77%) (81.60%). (-28.75%) 
Sangh Savi | | i 
Speen Penne. gaan) “Seas 480.78 748.04 
| Deposits 
Fixed 
0.50 10.75 10.05 53.00 
Deposits 
i gaqiag ||, 30078 490.83 801.04 


(92.13%)  (-12.48%) | (63.20%) 


Source: Reports of KSFE and Sanghamam (2015-2018) 


The table 8.3 shows the grow of Deposit of KSFE and 
Sanghamam from 2015-2018. Initially, the total deposit of 
KSFE was higher than that of Sanghamam. In 2016 deposit of 
Sanghamam rises 92.13 per cent as compared to the previous 
year. In the same year, 28.77 per cent is the deposit growth of 
KSFE. Both recorded a negative growth rate in deposit during 
2017. Sanghamam tries to regain its positive growth rate but not 
as much of the initial years’ growth but higher than that of 
KSFE (which was still in a negative growth rate of -28.7 per 
cent) in 2018. Higher Deposit growth in Islamic banks shows 
that a sizable proportion of the population subscribes to Islamic 
banking's tenets. The policy implication is that the absence of 
Islamic banking leads to the financial exclusion of this 
population segment. In a highly competitive environment, 
growth is incumbent on door collection or adoption of Digital 
transactions. 
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Conclusion 


The banks' structure and functions play a prominent role 
in the bank's savings mobilizations and fund allocation. The 
structure and function of the Non-banking Financial systems 
are entirely different from one another. Thus the conventional 
non-banking structure is well typical, and the structure of 
interest-free non- banking institutions is somewhat a new 
phenomenon. Kerala State Financial Enterprises (KSFE) is a 
public sector non-banking financial company. Each branch 
works according to the system of the structure, which is 
predetermined. Sanghamam Multi-State Co-operative Credit 
Society Limited (SMSCCSL) is an example of an Interest-free 
Financial Institution operating under the norms of NBFC’S in 
Kerala. There is a significant difference in the structure and 
function of KSFE, a Miscellaneous Non — Banking Financial 
Company, and Sanghamam, an Islamic Non — Banking 
financial Co-Operative society. They mainly contributed to the 
welfare part of the economy and works for the overall 
development of society. The prohibition of the interest rate is 
the attractive primary principle of Sanghamam as compared to 
KSFE. The growth of Interest-free banking institutes in India 
demands the amendment of the RBI rules, and also 
establishment of training institutions to impart the knowledge 
regarding the interest-free system is needed. The high deposit 
amount shows the trust and the service efficiency of the 
institution. Even though there is no interest rate offered for 
deposits in an interest-free institution like Sanghamam, the 
deposits are high due to the profit-sharing mechanism and the 
trust and the services provided by the institution to the local 
people. The institution's asset is the primary thing that 
motivates the institution to concentrate more on development 
activities. Thus we can conclude that in terms of asset holdings 
in cash, Sanghamam has the upper hand over KSFE. 
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Suggestions 


There are some suggestions for the improvement of the 
working of Interest- free banking system. The banks should 
work under a well-structured plan. It should adopt strategic 
changes to incorporate new business and also frame the 
compulsory recovery of loans. They should maintain and 
restructure the balance sheet to address the issue of non- 
performing finance. The bank should use IT infrastructure, 
approve new IT blueprints for working. Competitiveness and 
effectiveness are the major programs that transform the 
business operation of the bank. The bank should adopt and 
implement a refined service quality program within a defined 
period. The bank should also employ strategic quality services 
to the customers to improve their performance. In India, a 
window should be open in conventional banks for interest-free 
transactions. Farmers can benefit from this opportunity. 
Implementing the interest-free banking system in India can 
contribute to its overall development and the financial crisis 
overcome with its implementation. The difficulties lie with the 
initial implementation, but when the situation overcomes, long- 
run benefits are mined. 
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Rationality, Uncertainty and 
Cognition in Financial Markets: 
An Experimental Approach 


Anoop S Kumar 


A financial market can be treated as a complex system, 
as it contains various interconnections, which act each other in 
a synergizing manner. A market involves series of decision 
makings regarding various transactions, with many actors 
different from each other in cognitive abilities. Research on 
financial markets can be traced back to Louis Bachelor. In his 
graduate dissertation titled “The Theory of Speculation”, 
Bachelor (1915) offered the first statistical method for 
analyzing the random behavior of stocks, bonds and options. 
The main insight of his investigation was that in a fair market, 
price changes follow a geometric Brownian motion. Brownian 
motion is a stochastic process in which there is statistical 
stationarity. The increments of the process for distinct time 
intervals are mutually independent; and the process declines in 
a continuous frequency, implying that most price changes are 
small and extremely few are large, and they change in a 
continuous manner. 


This excludes processes with sudden jumps, for instance. 
If such a situation persists in a financial time series, the 
mathematical expectation of any particular variable is zero. 
However, Bachelor’s findings were not widely accepted 
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amongst his peers and academia that time, and the analysis of 
the market from this point of view developed very slowly. And 
it took much more time for the development of modern finance 
theory as we see today (Mandelbrot and Hudson, 2004). Before 
we proceed to the core matter, a brief discussion about the 
major advancements in the modern finance theory will be of 
help to explain the common traits of the theory. Some of the 
major tenets of the modern finance theory are Portfolio Theory 
(Markowitz, 1952), Capital Asset Pricing Model (Sharpe, 1964) 
and Efficient Market Hypothesis (Fama, 1965). 


The Modern Finance Theory 


The underlying idea behind Markowitz Portfolio Theory 
(MPT) is that the assets in an investment portfolio are not to be 
selected individually, based on their merits. Rather, it is 
important to analyze how the price changes of each asset are 
correlated to the price changes of every other asset in the 
portfolio. Investing is considered to be a tradeoff between risk 
and expected return. In general, assets with higher expected 
returns are riskier. MPT shows how to select a portfolio with 
the highest possible expected return with a particular level of 
risk. In other ways, it explains how to select a portfolio with the 
lowest possible risk for a given expected return. Therefore, this 
theory is considered to be a form of diversification. 


MPT explains how to find the best possible 
diversification strategy under certain assumptions and for 
specific quantitative definitions of risk and return. The 
underlying assumption is that investors are inherently risk 
averse. In such a situation, an investor will accept increased risk 
only if he/she is compensated by higher expected returns. 
Conversely, an investor who wants higher expected returns 
must accept more risk. The exact trade-off will be the same for 
all investors, but different investors will evaluate the tradeoff 
differently based on individual risk aversion characteristics. 
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The implication of the above statement is that a rational 
investor will not invest in a portfolio, if for that level of risk an 
alternative portfolio exists which has better expected returns. 
Here, the theory uses standard deviation of return as a proxy for 
risk. 


The Capital Asset Pricing Model (CAPM) is used to 
estimate a theoretically appropriate required rate of return of an 
asset that is to be added to an already well-diversified portfolio, 
given the asset’s non-diversifiable risk. The model takes into 
account the asset’s sensitivity to non-diversifiable/market risk 
often represented by the quantity beta in the financial industry, 
the expected return of the market and the expected return of a 
theoretical risk-free asset. CAPM assumes that all investors aim 
to maximize economic utilities. The model further assumes that 
investors are rational, price takers, risk-averse, having access to 
all information at the same time and broadly diversified across 
a range of investments. It is assumed that investors can lend and 
borrow unlimited amounts under the risk free rate of interest. 
Trade is assumed to take without taxation costs. Another 
assumption is that securities are continuously divisible. 


The Efficient Market Hypothesis (EMH) put forwarded 
by Fama (1965) states that a security price fully reflects all 
available information. The market is weak-form efficient if the 
current price of a security fully reflects all its information 
contained in its past prices, which means that studying the 
behaviors of historical prices cannot help in earning abnormal 
returns. The implication of weak-form efficiency is the Random 
Walk Hypothesis (RWH), which indicates that successive price 
changes are random and serially independent. According to 
Fama, the competition between sophisticated investors allows 
the stock market to consistently price stocks in accordance with 
the best expectations of the future economic prospects. Thus if 
the price deviates from its fundamental value, market 
participants will correct it. At the end, prices will be in a 
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competitive equilibrium with respect to information. The 
random walk theory is an extension of the EMH. The Random 
Walk Hypothesis states that random information is the only 
cause for changes in prices. 


Therefore, in the absence of new information there is no 
reason to expect any movement in the price, and the best 
possible forecast of the price of tomorrow will be then the price 
of today. The previous statement implies that the next move of 
the speculative price is independent of all past moves or events 
or they form a sequence of identically and independently 
distributed (iid) random variables. This was already formulated 
in Bachelier’s attempt to mathematically explain a random walk 
in security prices. If the number of transactions is large, the 
distribution of iid random variables will conform to the 
Gaussian distribution as per the Central Limit Theorem. The 
normal distribution can be characterized by its first two 
moments: the mean, which represents the location, and the 
variance, the dispersion. Secondly, the sum of jointly normal 
random variables is itself normally distributed .Within this 
framework, a random walk is represented statistically by a 
geometrical Brownian motion. 


The EMH and Random Walk Theory have led to an 
enormous source of empirical studies. Some of them have ruled 
in favor, and others have disproved its theoretical as well as 
mathematical assumptions. Yet, it is to be accepted that these 
are the building blocks for many financial pricing models and 
risk management procedures. From analyzing the above 
mentioned models, it is clear that they overlook the 
interconnections between market participants and_ their 
influence on decision making. Theirs is a view of efficient 
markets, a closed system, with utility maximizing rational 
agents, acting upon exogenous shocks. The fluctuations are 
treated as temporary deviance from the equilibrium, and the 
market is supposed to get back on track by its own. While 
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studying the performance of market prices, researchers have 
discovered certain market behaviors that contradict the idea of 
efficient markets. There is evidence for seasonal anomalies, for 
price overreaction, for excess volatility, and for many other 
situations, which demonstrate that prices are not in their 
equilibrium values, investors do not act as rational individuals, 
and markets do not follow a random walk. This does not imply 
that there is something abnormal with the behavior of the 
financial market, but just that the mainstream financial theory 
fail to describe the actual behavior of financial markets. This 
warrants for alternative approaches to modeling, which should 
result in models that can represent the heterogeneity and 
complexity of financial markets, and thereby, closer to reality. 
A major volume of studies pertaining to analyze these problems 
are related to the analysis of empirical secondary data produced 
by the markets and application of time series models to them. 
While the statistical tests prove absence of informational 
efficiency and presence of other anomalies, we do not get a 
direct access to the investor behavior as such. 


Origins of Experimental Economics 


Economics unlike physical sciences do not get to 
measure an alternative realization of a financial market or 
economic process, nor it is possible to study a market in 
isolation as done by physical sciences. Economics, like all other 
sciences, derives its conclusions by observing market activity 
through carefully constructed models. Even though it is 
possible to capture the effects of interrelated variables of 
interest, the data captured often fails to test various critical 
propositions because the process of distinguishing historical 
circumstances is quite difficult. Further, even when such 
circumstances happen, they are usually bounded by a number of 
unrelated factors. These issues become more visible with the 
increased complexity in modeling. Other observational sciences 
such as natural and physical sciences have overcome this 
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obstacle by systematic data collection employing controlled 
laboratory conditions. 


In this regard, development of experimental economics 
as a discipline is a recent phenomenon. Despite a short history, 
precise identification of the turing point widely recognized as 
the beginning of using experiments in economics and the date 
when experimental economics was born seems to be 
impossible. Some researchers believe that the first isolated 
experiment of economic relevance and underlying one of the 
directions of experimental economics dealing with behavioral 
aspects of decision-making was a lottery game which inspired 
the formulation of the so-called St. Petersburg paradox in 1738. 
It was Nicolas and Daniel Bernoulli who contributed to the 
decision theory through conducting the experiment on 
themselves. The experiment (a game of chance) involved 
tossing a coin. The researchers proved that individuals not 
always made choices which maximized their gains, and they 
showed the relevance of subjectivism in the evaluation of the 
same events by different individuals (Zales*kiewicz; 2011). It 
also laid foundation for formulation of the utility theory and the 
hypothesis concerning the shape of the utility function and 
related approach to risk (Kroll and Vogt 2008). This relevance 
of the St. Petersburg paradox to the development of 
experimental economics is emphasized by Neugebauer (2010) 
who shows that it has inspired academics to validate it in 
various areas of economics for nearly three centuries. 


The discussion on the St. Petersburg paradox attracted 
Von Neumann and Morgenstern and_ their book ‘Theory of 
Games and Economic Behavior’(1944), became fundamental to 
the development of experimental economics. The problem of 
rationality of choices presented in this book in the context of 
the theory of games was based on a set of neoclassical axioms 
conceming behaviors of an economic man striving to maximize 
expected utility. This publication is widely recognized as 
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extremely relevant not only to the origins of experimental 
economics but also to its further changes and to developments 
in the theory of games and the decision theory. Guala (2008) 
argues that it resulted from the fact that the theory of games not 
only had a significant contribution to the theory of economics 
but had also been used by many researchers developing various 
research approaches and methods “to solve scientific, policy, 
and management problems across the disciplinary boundaries— 
from conflict resolution in international relations to group 
psychology, cybernetics and the organization of the firm, to 
name just a few”. 


Based on the results of numerous experiments conducted 
using the theory of games, researchers frequently formulated 
rules later incorporated into the theory of expected utility. The 
aim of those experiments was to show the reality of decision 
making by individuals, i.e. to investigate individual preferences 
and choices. The results usually pointed to a number of 
inconsistencies in the behaviors of players with the theoretical 
patterns of optimal behavior. They also became the foundation 
for neither formulating examples which did not validate the 
postulates of the expected utility hypothesis (e.g. Allais paradox 
or Ellsberg paradox) nor alternative decision theories. The 
development of the theory of games resulted also in formulation 
of so-called business games which have become a significant 
part of experimental education. 


Experimental research was also preceded by the 
formulation of the prospect theory by Kahneman and Tversky 
(1979). Their theory explains decision-making under risk and it 
questions rationality standards adopted by neoclassical 
economics and hence also the expected utility hypothesis. The 
formulation of the prospect theory laid foundation for 
development of behavioral finance and won Kahneman a Nobel 
Memorial Prize in Economic Sciences. He received the prize 
for integration of findings from psychological studies with 
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economic sciences, particularly those referring to human 
judgment and decision-making under risk 


The first typical economic experiment which defined the 
second path to the development of experimental economics is 
attributed to Edward Chamberlin. While observing 
imperfections of the market in the process of adaptation to 
shocks during the Great Depression, he did not stop at 
publishing in 1933 ‘The Theory of Monopolistic Competition’. 
In order to validate certain theoretical assumptions made in the 
study, he carried out an experiment among his students (Davis 
and Holt 1993). It involved introducing a certain structure to the 
market through grouping students taking part in the experiment 
into buyers and sellers. Providing buyers with private 
information (written on pieces of paper distributed to students) 
on the price of placing an order for a good and sellers with 
information on the costs of its production, he determined the 
maximum purchase price and the minimum sale price for 
transactions made by the students. Since the number of 
transactions was usually above the number defining market 
equilibrium, the experiment seemed to suggest the invalidity of 
the neoclassical theory of market equilibrium and proved the 
existence of imperfectly competitive markets. 


Chamberlin’s experiment is regarded as one of the first 
experiments testing economic theories. The literature of the 
subject perceives it as extremely relevant as it opens the door to 
the importance of induced values and market institutions in 
experimental economics (Friedman and Cassar 2004). It also 
contributed to the origin of experimental research in the field of 
industrial organization (Holt 1995). At the beginning of the 
1960s, based on the experiment conducted by Chamberlin, 
Vernon Smith carried out a number of market experiments, 
introducing to them public information about rates and offers. 
Buyers and sellers were able to make offers at the same time 
(the so-called double auction) and were learning throughout the 
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repeated sessions of the experiment (Smith 1962). The results 
he obtained seemed to prove the validity of the neoclassical 
theory of prices (Oechssleret.al 2011), and _ introduced 
experimental methods to the mainstream economics. Market 
experiments initiated by Chamberlin and continued by Smith 
and other experimental economists served testing new 
instruments of market regulation and contributed significantly, 
first and foremost, to the development of the micro economic 
theory. Smith’s achievements were widely recognized, and in 
2002 he and Kahneman were awarded a Nobel Memorial Prize 
in Economic Sciences for employment of laboratory 
experiments as tools of empirical economic analysis, 
particularly to investigate alternative market mechanisms. 
Smith’s contribution to experimental economics is even more 
substantial. He also contributed to studies on the mechanism of 
delivery of public goods and promotion of computer 
technologies—at that time in the phase of development—thus 
increasing effectiveness of economic experiments, and 
indicated seven major reasons for using experiments in 
economics. 


Macroeconomics turned out to be the last stronghold of 
economics resistant to the influence of new tendencies in the 
use of the experimental method to economic research. 
Laboratory experiments were not recognized as an appropriate 
method to validate macroeconomic theories since it was 
impossible to control the economy so as to analyze the effects 
of alternative institutions and policies. As recently as the late 
1990s, opinions were popular that the experimental method 
could not be successfully applied to macroeconomics on a large 
scale. According to Leeper-et.al. (1996), “Economists can do 
very little experimenta-tion to produce crucial data.This is 
particularly true of macroeconomics”. One year later, 
Blanchard and Fischer (1997) indicated even that 
“macroeconomists, who want to find out, for example, how 
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changes in the money supply affect aggregate activity cannot 
perform such controlled experiments; they cannot make the 
world stop while they ask the central bank to change the money 
supply”. It turns out, however, that macroeconomists use the 
laboratory method to investigate problems which have been so 
far described by theories and complex formal economic models 
which are validated empirically through observation of real 
economies. As a consequence, contemporary economic theory 
separates experimental macro economics as a relatively new 
discipline which “is aimed to use controlled laboratory method 
to test predictions and assumptions of macroeconomic models 
and to analyses aggregate economic phenomena” (Chytilova 
2013). The objective of this section was to provide a brief 
history of economic experiments and the various issues that are 
under study. However, our purpose is to study one major theory 
in detail. 


Statement of the Problem 


From the literature, we could understand that there exists 
a number of variants of Smith et.al (1988). However, there is 
scope for employing this design while drawing out some 
interesting conclusions. None of these studies measure the 
relationship between a trader’s knowledge and the market 
behavior. An actual financial market consists of traders with 
different cognitive abilities and expectations. While EMH 
explicitly assumes all traders to be rational and possess infinite 
cognitive capacity, we could say that it is not the case. The 
asset market crises took place in the last two decades alone 
supports our claims. Based on these arguments, we frame our 
research objectives. 
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Research Objectives 
The objectives of this study are: 


1. To examine the relationship between the trader knowledge 
and market outcomes. 


2. To understand the composition of the market affects the 
price movements of an asset. 


3. To study the relationship between the asset fundamen-tals 
and price movements under different market conditions. 


Hypotheses 


1. There is no relation between the trader knowledge and the 
Market outcome. 


2. There is no relationship between the composition of the 
market and price movements of an asset. 


3. There is no relationship between the asset fundamentals and 
price movements under different market conditions. 


Data and Methodology 


The following section provides the summary of the 
model and a sample interface of the Software to be employed 
for testing. Z tree is open source software created by ETH 
Ziirich to conduct the economic experiments. First, we give the 
baseline models using which our experiment was designed. 


The Baseline Model (Smith et.al, 1988) 


In the SSGW baseline market, the subjects buy and sell 
over fifteen two- to six-minute periods in a single closed book 
continuous double auction (CDA) market. The asset being 
traded may not be sold short or bought on margin. It pays a 
random, discretely and uniformly distributed, four-point, 
positively skewed dividend with positive expected value after 
each period and has no terminal value. Its risk-neutral 
fundamental value declines monotonically, following Vt = (T — 
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t + 1)* E[d] where T is the total number of periods, t is the 
current period, and E (d) is the dividend per unit of the asset. In 
each period, the dividend is the same for each unit of the asset 
and for each subject owning an asset, and dividend income is 
added to subjects’ cash inventories immediately. There are 
furthermore no explicit transaction costs, no interest on money 
holdings and no circuit breakers. Subjects’ compensation equals 
their final cash position, linearly converted from experimental 
to real currency units, plus an optional fixed show-up fee. It is 
arrived at by starting with subjects’ cash endowments, adding 
dividend income and proceeds from selling units of the asset, 
and subtracting costs for units of the asset purchased. 


Porter and Smith (1995) 


Porter and Smith (1995) tested a market design where, in 
addition to the spot market for an unspecified, dividend-paying 
good, they enabled the trading of futures contracts on that good 
in the eighth trading period. At the end of period eight, if a 
trader had a positive net futures position, these accumulated 
units were transferred to his/her trading account. If a trader had 
a negative net futures position, s/he had to cover the shortfall 
from her spot inventory. Contrary to previous experiments by 
the same authors, a period lasted for 300 s, as subjects had to 
trade in two markets simultaneously. They conjectured that the 
possibility to trade on the asset’s price in the future would 
facilitate a mechanism of backward induction, leading subjects 
to refrain from trading the experimental asset at inflated prices. 


Porter and Smith (1995) reported that the futures market 
reduced the bubble amplitude and had no significant effect on 
duration (defined as the number of consecutive periods in 
which the difference between mean spot price and fundamental 
value increased) and turnover of the bubble with inexperienced 
traders in the futures market, but exhibited significantly reduced 
turnover with experienced futures traders. Note that the Porter 
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and Smith (1995) futures market was technically a forward 
market, since the contracts traded in their experiment were not 
settled daily, but only once at the maturity date. 


Lei et.al (2001) 


One explanation for the bubble phenomenon in Smith et 
al. (1988)-type experimental markets is that all subjects are 
rational, but unsure about the rationality of their fellow 
subjects. If they assume that at least some other subjects are not 
rational, even rational subjects might buy the asset at inflated 
prices in the expectation of being able to resell it again at a later 
point in time. In so doing, they can earn capital gains and/or 
dividend income. Conversely, a competing explanation is that 
subjects sim-ply are not rational. Lei et al. (2001) set out to 
investigate the distinction between these two propositions. They 
assi-gnned fixed roles of either buyer or seller to their subjects. 


Experimental Set Up 


We created an experimental set up using Z TREE, open 
source software created by ETH Zurich to conduct economics 
experiments. It is a server client protocol where Z TREE acts as 
the server and Z Leaf acts as the client. A single financial asset 
with normally distributed dividend for each period was created 
as the test asset. No short selling was allowed. Each trader 
(participant) would be allowed a fixed amount of experimental 
currency (ECU) and number of assets at the beginning of the 
experiment. Participants would be paid a fixed amount for their 
participation and the earnings from the trading would be 
converted into the Rupee with a fixed exchange rate (1:100). 
The collected data will be analyzed through statistical 
techniques. 


Statistical Tests to Analyze the Data Obtained 


The data obtained from the studies would be used to test 
various propositions proposed by the mainstream financial 
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theory such as weak form efficiency and non-linearity. First, we 
provide standard explanations for the tests to be employed to 
analyze weak form efficiency. We employ a battery of variance 
ratio tests( Lo and MacKinlay,1988; Lo and MacKinlay,1989; 
Choi,1999; Chen-Deo,2006; Chow-Denning,1993; Richardson 
and Smith, 1991; Wright 2000) , a commonly used powerful 
measure to study informational efficiency in the financial 
markets. Next, we employ BDS(1987) test, a commonly used 
method to test for non-linearity in the data points. We employ a 
set of unit root tests to analyze whether the data is stationary of 
not. Finally, we extract certain measures to study the possibility 
of bubble formation in the market. 


Data Analysis 


In the first part, we study the property of stationarity of 
the obtained price series. Towards this, we apply two well 
known unit root tests namely Zivot-Andrews (1992) Unit Root 
test and Lee-Strazicich (2003) Unit Root test. We ignore the 
conventional unit root test because of the possibility of potential 
structural breaks in the data. The results obtained are depicted 
in Table 1.1. 


Table 8.1 Unit Root Test Results 


reat Zivot Andrews Lee-Strazicich 
ment 
Structura Structura 
Test stat. Threak Test stat. rhreale 
Day1 -4.312 12 -4.44 11 
Day2 -4.634 23 -4.35 22 
Day3 -4.233 15 -3.654 13 
Day4 -4.122 14 -3.674 15 


The null hypothesis is presence of unit root test. The 
critical values of structural break unit root test are tabulated as - 
4.80 (break in intercept), -4.42 (break in slope) and -5.08 (break 
in both intercept and slope) respectively by Zivot and Andrews 
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(1992). Our estimation considers the breaks in both intercept 
and slope. The null hypothesis for LS test is presence of Unit 
Root Test. The critical values of structural break unit root test 
are tabulated as -4.51(break in both intercept and slope) 
respectively by Lee Strazicich (2004). Our estimation considers 
the breaks in both intercept and slope. From the results obtained 
by estimating various unit root tests for days 1,2,3 and 4, it can 
be seen that we are unable to reject the null of the unit root 
process. All the series are found to be stationary at the first 
difference. Earlier, we have seen some potential structural 
breaks in the visual analysis. Here the structural break unit root 
tests also identify structural breaks associated with the data. It is 
of interest to see that the structural breaks coincide with either 
building up or collapsing of the asset bubble phenomenon in the 
market. 


Next part of the analysis is related to the properties of the 
market. We have created an ideal market with traders 
processing equal access to information. In principle, the market 
should be efficient and in equilibrium. However, from the 
previous sections, we could understand that there are anomalies 
like asset bubble formation in these markets, which is far from 
ideals. A detailed analysis may be required towards this. 
Therefore, we try to see if the market is informationally 
efficient. Towards this, we make use of variance ratio tests, a 
powerful method to study market efficiency. Variance ratio 
tests could be classified into two categories, namely individual 
variance ratio tests and joint variance ratio tests. As the name 
suggests, the first category tests weak from market efficiency 
over a single period while the second category of tests employ a 
joint period. The results are depicted in Tables 1.2 and 1.3. 


361 Banking and Financing 


Table 8.2 Individual Variance Ratio Test Results 


. Lags 
TEST Stati Mar- Dayl/T1 Day2/ Day3/ Day4/T 
stic k T2 T3 4 
ets 
2 4.881* 5.636* 4.168* 4.458* 
z By) 6.897* 4.524 5.350* 3.677* 
‘ : 10 5.520* 3.424 3.132 5.493* 
Lo-Mackin- = a = = 
lay (1988, 2 3.871 2.020 3.258 3.310 
1989) Zo 2 5.563* 3.285* 4.829* 3.923* 
10 5.501* 5.345* 4.932* 4.137* 
; AV 8.140 6.943 5.512 | 5.479* 
Choi (1999) | (Ky | @510) | [o.000) | [0.030] | [0.013] | [0.001] 
Richardson 
and Smith W (2,5,10) 45.663* 49.654* | 43.969* | 28.672* 
(1991) 


*indicates 1% significance, ** indicates 5% significance 
Source : Computed 


The individual variance ratio tests suggest that the null of 
weak form efficiency is rejected for all the markets. It implies 
that even with the ideal conditions, the markets are not weak 
form efficient. To explore further, we proceed towards the joint 
variance ratio test results. 


Table 8.3 Joint Variance Ratio Test Results 


Statis Lags\ 

TEST tic Markets | Day1/T1 | Day2/T2 | Day3/T3 | Day4/T4 
Chen- 
Deo QPx 2,5,10 7.814** 8.852* 8.860* 9.945* 
(2006) 
Chow- CD, 2 ,5,10 6.687** | 5.636** | 6.168** 5.298** 
Denning 
(1993) CD» 2,5,10 5.191** | 4.020** | 5.258** 4.390** 
(2000) WRS 2,5,10 5.733 5.243 5.573 3.659 


*indicates 1% significance, ** indicates 5% significance 
Source: Computed 
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The join variance ratio test results also suggest that the 
markets are not weak form efficient. This result brings us 
another query. If the markets are not efficient, what are the 
underlying dynamics? We intend to test one alternative to 
weak form efficiency, that is, non-linearity. Towards this, we 
employ BDS Test. The result of the BDS Test is shown in table 
1.4. 


Table 8.4 BDS Test Results 


Market/Mand ¢ | M=2, E=0.5 M=4, E=1 
5.6847 10.4373 
DaylTt [0.000] [0.000] 
7CLLT 6.1530 
Dayal: [0.000] [0.003] 
5.439 6.8543 
Dayets [0.000] [0.000] 
Day4/T4 8.439 6.3248 
[0.000] [0.000] 


p values are in [] 
Source: Computed 


The BDS test results indicate that the null hypothesis of 
i.i.d behavior in the price series are rejected. In other words, all 
the markets exhibit non-linear tendencies. The above data 
provide various insights. First, the assets are constantly 
overvalued, driven by the demand and supply dynamics. 
Further, there is explosive bubble-like activity in the markets. 
The unit root test indicates non-stationary behavior and 
structural break in the price series. The weak form efficiency 
test results show that the market is not informationally efficient. 
Further, the presence of non-linear behavior is confirmed. In 
this scenario, a detailed analysis of market dynamics and 
investor behavior is needed. The forthcoming chapter tries to 
explain the market behavior using categories such as investor 
classification, investor knowledge, experience and learning. 
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Behavioural and Cognitive Traits of Experimental 
Data 


In this section, we study the behavioral traits of the 
market participants and see how it affects the market outcomes. 
Towards this, we present various analytical measures. First, we 
present the basic trader characteristics. Summary of various 
factors like age, sex, gender, trading experience, subject 
knowledge are analyzed. The summary is presented in Table 
1.5. There was a total of 38 respondents to the survey. 


Table 8.5 Trader characteristics of market participants 


None <1Y te M F Yes | No | Good Go Avg Nov 

Y od ‘ -ice 

Se 26 

trading 57.8 39.4 

Experi- 9 7 ! 
% 

ence 

Options 

Trading 84.2 15.7 0 

Experi- 4% 6% 

ence 

Partici- 

pation in 10 90 

Economic 

Exper- a ss 

iment 

Partici- 

pation in 

Asset 0 7 

Market % 

Exper- 

iment 

Level of 

Economic 7 0 42 38 

Knowledg % 13% % % 

e 

Level of 

Finance 7 i 50 22 

Knowledg % aie % % 

e 

Gender . " 


Source: Computed 


From the table, we can identify certain aspects 


e Almost all of the participants fall under the same age 
group (Mean 20.28 and std,deviation 1.13) 
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e Majority of the participants are male 


e Around 60% of the participants have no trading 
experience 


e Only 10% of the participants have any prior experience 
in carrying out economic experiments 


e Around 62% of the participants have some grasp of 
Economic theory 


e Around 78% of the participants have some grasp of 
Finance theory 


Considering the above factors, we have devised the 
experiment in the following way: 


The participants are categorized into two groups, i.e. 
novice traders and experienced traders, based on their trading 
experience 


Day 1/ Treatment 1: Will consist only of novice traders, a 
hypothetical situation 


Day 2/Treatment 2: Will have a mix of experienced 
traders and novice traders, where the number of novice traders 
are more than that of experienced traders (60-40 combination) 


Day 3/Treatment 3: Will have a mix of experienced 
traders and novice traders, where the number of experienced 
traders are more than that of novice traders (60-40 combination) 


Day 4/Treatment 4: Will consist solely of experienced 
traders, again another hypothetical situation. 
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Analysis of Day 1/ Treatment 1 


Figure 8. 1 Day 1 Price/Volume movement 


7 


Log Price and Volume 
2 8 4 6 6 
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To explain market dynamics, we take help of the price- 
volume movement diagram here. From the diagram, we could 
see that the asset bubble starts building up immediately after the 
trade commences. From the trade volume data , it could be seen 
that the volume of trade reduces as the bubble builds up. Here 
the novice traders try to encash their assets quickly, without any 
particular strategy, resulting in a steep price rise. However, with 
increased price, the supply of the asset diminishes, as the total 
number of assets traded is limited. The trade is limited between 
those who hold the assets. Even this is not sustained for long, 
resulting in an even reduced volume of trade. The asset bubble 
is sustained for all these periods. However this trend is not 
maintained for a long period and eventually the bubble 
collapses, and this is indicated in the increased trade volume. 
Here, the traders’ inexperience is very much reflected in the 
price and trade volume movements. 
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Next, we see the price-volume movement of Day 2. This 
market is heterogenous in terms of traders. We have 60% of 
novice traders against 40% of experienced traders. Here, we are 
interested in overall market behavior as well as individual 
trader behavior. First, we observe the price-volume chart. 


Figure 8.2 Day 2 Price/Volume movement 
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Here, we can see that the asset bubble starts building up 
around the period 14, where a definite upward trend is visible. 
Evidently, the presence of experienced traders in the market 
influences market behavior. The inverse relationship between 
bubble formation and trade volume is observed here as well. 
Trade volume increases once the bubble collapses. Next, we see 
the individual trader behavior. For that, we calculate the final 
positions of all the traders. The results are shown in Table 1.6. 
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Table 8.6 Final Portfolio of the Traders: Day 2 


Subject Cash aa Level ae 
1 4506.44 | 25 Novice 5808.94 
2 126024.09 | 1 Experienced 126076.19 
3 5171.31 | 180 Experienced 14549.31 
4 40822.11 | 20 Experienced 41864.11 
5 4796.72 | 6 Novice 5109.32 
6 3592.54 | 6 Novice 3905.14 
7 1320.07 | 0 Novice 1320.07 
8 10003.65 | 3 Experienced 10159.95 
9 15161.48 | 0 Experienced 15161.48 

10 1517.89 | 19 Novice 2507.79 
11 1055.95 | 24 Novice 2306.35 
12 17868.75 | 30 Experienced 19431.75 
13 3687.61 | 0 Novice 3687.61 
14 28514.4 | 15 Experienced 29295.9 
15 553.28 | 5 Novice 813.78 
16 1530.74 | 6 Novice 1843.34 
17 1792.97 | 0 Novice 1792.97 


Source: Computed 


The experienced traders outshine the novice traders in 
terms of their final portfolio position. The mean of the novice 
trader portfolio is 2909 ECU, while the mean of the 
experienced trader portfolio is ECU 36648 . Here, we can see 
that the average earning of an experienced trader is almost 12 
times the average earning of a novice trader. To show a 
comparative picture, we provide strategies adopted by the most 
successful trader and the least successful trader. The results are 
shown in figures 1.3 and 1.4respectively. 
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Figure 8.3 Strategy of the Most Successful Trader 
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Here, the X axis depicts times period while the Y axis 
shows buy/sell volumes. From this graph, we can observe that 
the trader is buying more assets compared to selling, when the 
price is cheap. He/she is building up their portfolio. Once the 
momentum starts building up, the trader starts slowly 
offloading his/her portfolio, earning profit by selling his shares. 
Once the bubble collapses, he/she starts buying stocks again. 
Now we will see the strategy followed by the least successful 
trader. The results are shown in figure 1.4. For a comparative 
purpose, the profits earned by the most successful trader(MST) 
and the least successful trader(LST) are given in the table 
below. 


Figure 8.4 Strategy of the Least Successful Trader 
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The strategy of the least successful trader is quite the 
opposite of the successful trader. Here, the trader sells a huge 
part of his portfolio in the initial periods for short term gains. 
However, when the asset price increases, s/he is unable to gain 
much profit. Once the bubble starts building up, 


Table 8.7 Portfolio Comparisons-Most Successful and Least 
Successful Traders 


Period MST LST 
1 896 1816 
2 3742.8 3308.9 
3 2714.1 3043.95 
4 2531.6 3344.32 
5 1694.35 3203.42 
6 1208.35 3235.42 
7 3681.36 3215.82 
8 9496.18 3209.26 
2 9360.68 3153.83 
10 12202.03 3128.13 
11 10153.93 2591.96 
12 14661.07 2721.98 
13 16325.62 2746.48 
14 14947.62 2563.18 
15 16697.62 2651.18 
16 27792.63 4331.18 
17 26666.33 4415.18 
18 33473.33 4415.18 
19 40780.33 4415.28 
20 52392.33 4507.28 
21 47291.33 4507.28 
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22 93817.43 372.28 
23 106090.43 396.28 
24 110346.43 613.28 
25 114131.43 685.28 
26 120038.42 325.28 
27 123730.42 325.28 
28 124423.59 380.28 
29 125536.09 413.28 
30 126024.09 813.28 


having cash holdings doesn’t matter much and the trader 
is unable to buy any assets because the asset is constantly 
overvalued. So, the trader is unable to make any benefit out of 
the asset bubble. Here, MST stands for most successful trader 
and LST stands for least successful trader. We can see that in 
the initial periods, the MST and LST earn more or less same 
profits. However, LSTs profit is due to selling the majority of 
his/her assets when there was an initial price increase. Later, 
LST’s profit declines where as that of MST increases. 


In this market, there was an announcement made at the 
period 10, that the trader with the best portfolio would have an 
additional reward of Rs. 1000. The reason behind the same was 
that to see how the traders will behave after there is a positive 
external message. From the price volume graph, it is evident 
that shortly after the announcement, the prices start increasing. 
Next, we analyze the results of Day 3/treatment 3 where the 
market is dominated by the experienced traders. First, we look 
at the price-volume graph, shown in figure 1.5. 
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Figure 8.5 Price-Volume Graph Day 3/Treatment 3 
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With an increased number of experienced traders in the 
market, the market dynamics surely changes compared to the 
precious treatment. Here, the Bubble starts building up around 
period 10 and collapses around period 20, only to gain 
momentum again. Here, the bubble is not sustained for longer 
period and the collapse is steep. The experienced traders, more 
in numbers, identify the presence of bubble in the market, 
offloads their assets at the peak of the bubble, thereby 
triggering the collapse. The trade immediately picks up after the 
bubble is collapsed, and shows a more or less stable trading 
behavior for the reminder of the experiment. Next, we analyze 
the portfolio positions of each trader. The results are shown in 
Table 1.8. 


Table 8.8 Final Portfolio of the Traders: Day 3 


Period Cash Assets Profit Level 
i 36160.68 | 1 36295.38 | Experienced 
2 7510.25 | 9 8722.55 | Novice 
3 2613.05 | 89 14601.35 | Experienced 
4 6822.4 | 0 6822.4 | Novice 
) 17515.95 | 0 17515.95 | Experienced 
6 4187.22 | 0 4187.22 | Novice 
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7 59747.59 | 0 59747.59 | Experienced 
8 15954.6 | 34 20534.4 | Experienced 
) 10304 | 20 12998 | Experienced 
10 12483.83 | 19 15043.13 | Experienced 
11 1094.5 | 10 2441.5 | Novice 
12 7887.03 | 1 8021.73 | Novice 
13 3951.89 | 10 5298.89 | Novice 
14 3047.01 | 87 14765.91 | Experienced 


Source: Computed 


Here also, the experienced traders do well compared the 
novice traders in terms of their final portfolio position. The 
mean of the novice trader portfolio is 5915 ECU,while the 
mean of the experienced trader portfolio is ECU 23937 . Here, 
we can see that the average earning of an experienced trader is 
almost 4 times the average earning of a novice trader. To show 
a comparative picture, we provide strategies adopted by the 
most successful trader and the least successful trader. The 
results are shown in figures 1.6 and 1.7 respectively. 


Figure 8.6 Strategy of the Most Successful Trader - Day 3 
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Here too, the strategy of the most successful trader is 
similar to the previous one. By more no. of assets in the initial 
period when the price is low, then sell them once the price rice 
is triggered. 


Figure 8.7 Strategy of the Least Successful Trader - Day 3 


Ke BB CO & WH 


123 45 6 7 8 9 10111213 1415 16 1718 1920 21 2223 24 2526 27 2829 30 


=——BuyVol ——SedlVol 


From the trader activity, it could be seen that the trader is 
buying and selling an almost equal amount of assets at each 
period. There is no strategy as such . Here, the trader is unable 
to read the market signals and act accordingly. Therefore, s/he 
is not able to reap any profits from the market and ends up in a 
losing position. A comparative analysis of the trader profit 
across all the trading periods is shown below. MST implies 
most successful trader whereas LST implies least successful 
trader. 
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Table 8.9 Portfolio Comparisons- Most Successful and 
Least Successful Traders 


Period MST LST 
1 998 2667 
2 348 2918 
3 168 2612 
4 496 3749 
5 522 2695 
6 1376 4498 
7 1461.01 5253.5 
8 1527.03 8669.45 
9 1592.04 9344.35 
10 26.04 11808.35 
11 990.04 11372.25 
12 3990.04 7426.85 
13 584.04 11675.85 
14 1096.04 15264.85 
15 96.04 16511.75 
16 13841.04 5817.86 
17 35606.04 1660.86 
18 56711.04 1660.86 
19 58173.04 1017.06 
20 58830.34 830.06 
21 58830.34 391.06 
22 58830.34 189.06 
23 58830.34 88.06 
24 58784.59 2770.06 
25 59667.59 946.05 
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26 59767.69 3546.05 
27 59747.59 616.05 
28 59747.59 2292.05 
29 59747.59 703.05 
30 59747.59 2441.5 


Here, the MST profit is the same for the last 4 periods. It 
means, he/she sold off all his/her assets at period 27 and did not 
take part in any trade after that. Next, we analyze the results 
obtained from the market entirely populated by the experienced 
traders. First, we go through the price/volume movement of day 
4 experimental data. It is depicted in figure 1.8. 


Figure 8.8 Price-Volume Graph Day 4 


Picea VOlUME 


Here, we can see that the market behavior is not similar 
to what we observed in the earlier cases. There is an increasing 
trend in the price series overall, but there is no bubble-like 
behavior as seen in the previous cases. From chapter 4 results, it 
was seen that there is a bubble building up towards the end of 
trade session. It is to be assumed that the traders, being 
experienced, drive the price gradually, while avoiding a 
collapse. In the experimental asset market literature, it is often 
noted that passive participation by the novice traders often 
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improves their trading strategy. Here, we try to see the effect of 
active participation on an inexperienced trader. We pick up 3 
novice traders from day1, and they are allowed to take part in 
day 2 and day 3 experiments. The idea is to see whether there is 
any noticeable change in their portfolio size once they gain 
experience in trading. The portfolio sizes of traders are given in 
Table 1.10. 


Table 8.10: The Active Learner Portfolio 


Day 1 Day 2 Day 3 

Trader Portfolio Portfolio Portfolio 
Trader 1 1504.5 5109.32 8722.55 
Trader 2 2204.3 3905.14 6822.4 
Trader 3 837.9 3687.61 2441.5 


From the table, it is seen that the Traders 1 and 2 increase 
their portfolio size once they have gained experience in the 
trading strategies. In the case of trader 3, s/he earned more on 
day 2 compared to day 1, but the earnings declined on day 3. 
However, for all the three traders, there is an overall 
improvement once they have gained experience through active 
participation. 


Null Hypothesis 1: There is no relation between the 
trader knowledge and the Market outcome 


We have tested this hypothesis using the data obtained 
from Day 2 and Day 3, while keeping data from Day 1 and Day 
4 as reference point. Here, it is to be noted that a straight-up 
statistical testing of the hypothesis is not possible always as we 
are considering the behavioral aspects mostly. 


Considering the day 2 results, it is evident that the asset 
bubble starts building up around the period 14, where a definite 
upward trend is visible. In case of the novice trader only 
market, the asset bubble started up building around period 5. In 
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case of the experienced trader market, there was a visible price 
trend, but there was no collapse of the bubble as such. A similar 
behavior was observed during the day 3 price movement as 
well. 


It is clear that the presence of experienced traders in the 
market influences market behavior. The inverse relationship 
between bubble formation and trade volume is observed here as 
well. Looking at the portfolios of participants for the day 2 and 
day 3 experiment, it is clear that a participant’s experience is 
positively related with the profits earned by them. Considering 
the evidences presented above, we will have to reject the null 
hypothesis that there is no relationship between trader 
knowledge and market outcome 


Null Hypothesis 2: There is no relationship between 
the composition of the market and price movements of 
an asset 


We can easily reject this hypothesis, just by looking at 
the price movement graphs for Day 1, Day 2, Day 3 and Day 4. 
For Day 1, where the market is entirely populated by novice 
traders, the bubble starts building up early as most of the traders 
sell off their assets for short term gains. Looking at the day 2 
price movements, it is seen that when a heterogenous market 
has comparatively more number of novice traders, the bubble 
builds up rather slowly, and collapses after a certain time. 


When the heterogenous market has more experience 
traders, multiple bubbles are observed. With a market entirely 
populated by experienced traders, we can see that there is an 
increasing price trend, but no evidence of collapse of bubble as 
such. Considering all these evidences, we can state that the 
price movement and trader composition are related to each 
other. 
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Null Hypothesis 3: There is no relationship between 
the asset fundamentals and price movements under 
different market conditions 


From the asset over-valuation/under valuation graphs, it 
is evident that there is no relationship between the asset 
fundamentals and market movement. This is visible throughout 
the 4 treatments. Hence, we are unable to reject this hypothesis. 


We conducted a battery of statistical tests to study 
various properties of the data such as_non-stationarity, 
efficiency and non-linearity. The unit root test results were 
found to be supporting non stationarity in general. The variance 
ratio test results suggested that the experimental markets are not 
weak form efficient. This finding is corroborated by the 
presence of asset bubbles in all of the four markets. Further, 
there was presence of non-linear patterns observed in the 
market. 


Asset Bubbles in Experimental Market: Some 
Explanations 


One of the major motivations behind this study was to 
see how traders will behave in an ideal market and what 
trajectories the price movements will take in such a market. The 
theory states that such a market will be informationally efficient 
and the asset value and its fundamental value should move hand 
in hand. However, from the results we obtained, it was found 
that the asset traded in the market is either over valued or 
undervalued and the Hypothesis of informational efficiency is 
rejected. The price series shows bubble like activity in all 
treatments. 


In a real financial market, there are various triggers such 
as macroeconomic policies, perceived growth in certain sectors 
of the economy (such as the 2008 crisis) that could lead to an 
asset bubble formation. There are behavioral explanations such 
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as herd behavior, myopic vision, and irrational exuberance 
theory as well. In an experimental financial market, we tend 
towards the latter theories as we have not introduced any policy 
variables through our experiments. We offer the following 
explanations for the bubble like behavior found in the 
experimental markets. 


An asset bubble is formed when there is a divergence 
between the market value of the asset and its fundamental 
value. But what causes such a behavior, especially in an 
experimental market? Answering this question is a tricky 
business. One way to connect the deviation of prices from 
fundamental values with economic theory is to state that 
bubbles are formed due to the traders’ pursuit of capital gains. 
Smith et.al. (1988) states that “What we learn from the 
particular experiments reported here is that a common dividend, 
and common knowledge thereof, is insufficient to induce initial 
common expectations. As we interpret it, this is due to agent 
uncertainty about the behavior of others”. One way to interpret 
this statement is that the bubbles can occur when traders are not 
sure if the future prices will reflect the fundamental value, 
because they are not sure about the rationality of the other 
traders. Hence the rational and experienced trader will speculate 
in the belief that there are opportunities for future capital gains. 
In our experiments, we have both experienced traders and 
novice traders. We proceed with the assumption that 
experienced traders act rationally while the novice traders show 
irrational behavior. 


Consider an experienced rational trader who believes that 
there may be irrational traders in the market, who are willing to 
make purchases at very high prices. The rational trader might 
make a purchase at aprice greater than the fundamental value, 
believing that he will be able torealize a capital gain by 
reselling at an even higher price. Thus trading prices may 
bemuch higher than the fundamental value in the initial periods. 
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However, as the end of the trade window approaches, the 
possibility of realizing a capital gain on a purchase declines and 
therefore the incentive to speculate is reduced. Hence the price 
crashes to its fundamental value. 


Another possible explanation is possible by studying the 
behavior of the novice traders. The novice traders are found to 
have myopic vision, aiming for short term returns and thus 
initiate the asset bubble. They are interested in instant 
gratification. This is evident from the sample portfolio analysis 
of the novice traders. They sell of their assets in the initial 
periods, triggering price rice. The more experienced traders do 
not jump into this bandwagon. They slowly purchase the assets, 
while selling a few to keep the momentum going. Soon, there is 
a steep price rise, resulting in an asset bubble. Once the 
experienced traders understand that the price movement has 
halted, they start selling off their assets and benefits huge 
capital gains. 


It is also possible that the asset bubble could be formed 
due to the innate design of the market. Unlike the real time 
asset market where millions of securities of different kinds are 
sold, we have a limited number of securities trading in the 
market. The asset bubble could be explained due to the demand 
supply dynamics (increased demand and limited supply 
resulting in a price rise).Authors such as Smith (2011) have 
come to the similar conclusion. However, more experiments 
would be needed to confirm this. 


Conclusion 


In this study, we simulated an experimental financial 
market to study investor characteristics. The participants were 
undergraduate students from BITS Pilani KK Birla Goa 
campus. The majority of the participants had some training in 
economic and finance concepts. Around 40% of the total 
respondents had some practical experience with stock 
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market/options market trading. We conducted four rounds of 
double auction simulated market experiments with varying 
composition of traders using the Z tree platform.The first round 
consisted of only novice traders, the second round consisted of 
novice and experienced traders in a 60%-40% combination. 
Third round had the markets consisting of experienced and 
novice traders in a 60%-40% combination. The final round of 
the market had only experienced traders. Each round consisted 
of 30 trading sessions, each 3-minute long. There is a single 
dividend bearing asset traded in each treatment. There was a 
randomly decided dividend, announced at the end of each 
period. There was no possibility of short selling or credit 
transfer. In principle, this market is efficient in its design. Based 
on the results, all the three hypotheses were rejected 
conclusively, proving that investor knowledge influences 
market outcomes. Further, market composition affects price 
movements. Finally, price movements are closely related to 
asset fundamentals, even for an experimental market. 


In this study, we have made use of the asset market 
simulation to study the relationship between trader knowledge 
and market behavior. We have established that the trader 
knowledge level and market behavior is related to each other. 
However, in the present scenario, it is not possible to analyze 
the cognitive decision-making process of the individual traders 
as we lack the experimental facilities. The future research shall 
be directed at the studying the brain activity of traders and 
capture trends and patterns in the cognitive process. 
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